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AUDITING BY AND FOR TAX AUTHORITIES 


A very interesting paper was contributed by Mr. R. W. 
Chenoweth, Victorian Commissioner of Taxes, to the Accountancy 
Congress held at Berlin last year. 

It is proposed to discuss some of the points raised by Mr. 
Chenoweth and to make certain recommendations designed to 
improve the present income tax legislation in Australia. We are 
about to face extremely high income taxation, and it is desirable 
that the Assessment Acts should at once be overhauled so as to 
make them as efficient and equitable as possible. 


The Responsibility for Correct Returns Lies on the Taxpayer 


Mr. Chenoweth pointed out that the onus of preparing and 
lodging annual returns of income lies solely with the taxpayer and 
he must accept all responsibility for its completeness and accuracy. 
“If he engages any other person to compile the return, that other 
person merely acts as his agent, and the taxpayer, being the 
principal, must accept full responsibility for the work performed 
by his agent.” 


Persons Engaged on the Verification of Taxpayers’ Returns 
The following is an extract from Mr. Chenoweth’s paper: 


The returns of taxpayers who are not engaged in carrying on business, 
either alone or in partnership, are principally compiled by the taxpayers 
themselves, although a considerable number of the more important of those 
returns are prepared by agents, such as practising accountants, legal prac- 
titioners, and trustee companies. 

The returns of companies and other taxpayers who engage in business 
either alone or in partnership with others, are to a great extent prepared 
by employees or interested persons, such as the accountant or public officer 
of the company, the senior partner, or the trader himself, but where agents 
are engaged they are almost invariably practising accountants. 

Departmental officers are authorised, in their official capacity, to supply 
to a taxpayer or his authorised representative any information in their 
possession that may be essential to the preparation of his return, but 
are not permitted to divulge a taxpayer’s affairs to any unauthorized third 
party. ‘They act in a position of trust and aré, therefore, bound fo secrecy 
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as to any matters that may come before them in relation to the affairs o: 
taxpayers. They are not permitted, without special authority (which does 
not extend to any services in any way connected with their official positions) , 
to accept gifts or remuneration other than their official salaries, nor are they 
permitted to recommend agents to prospective clients, or vice versa. 

Legal practitioners and accountants who are members of recognised 
institutes are forbidden by the Articles of their institutes to advertise for 
business purposes, but a few independent accountants and tax agents do 
so advertise. This would appear to be an unfair restriction upon the 
incorporated agent, but it is doubtful whether the harmful effect is as 
great as might be imagined because the more important taxpayers in the 
community, whether engaged in business or otherwise, generally select 
agents, if necessary, from those that have established practices and, there- 
fore, do not advertise. In many cases the business auditor does the taxation 
work also. Taxation work, as for accountancy with which it is closely 
related, largely involves personal service by the agent, and the personal 
recommendation of the agent by a client to a prospective client appears 
to be the best form of advertisement for business that counts. 


Malpractices of Certain Agents 

Mr. Chenoweth goes on to say: 

As may be expected, it is found in rare cases that an agent is not 
carrying out his duties to, or on behalf of, his principal in a proper manner, 
and is guilty of malpractice either against his principal or the Department. 
Such malpractices take various forms, ranging from simple neglect of the 
principal’s taxation affairs to the preparation of returns involving fraud 
or evasion, or the misappropriation of moneys entrusted to the agent for 
payment of the principal’s taxes. Occasions are known in which agents 
have canvassed business persons and promised very considerable reductions 
in the taxes otherwise payable by those persons if the agents were given 
their taxation work. No exception could have been taken to such action 
had the taxpayer’s affairs, in each case, been previously handled in such 
a faulty manner that he had paid excess taxation, as the Departments do 
not seek to levy taxes in excess of the requirements of the law. In most 
of these cases, however, it is found that the method adopted to reduce the 
tax liability is the simple one of understatement or omission of income and 
the overstatement of deductions, that is, fraud or evasion. Whether these 
malpractices be undertaken by the agent wholly or partly on his own 
initiative, or at the instigation of the taxpayer, the taxpayer is the person 
solely responsible to the Department, and must bear any additional liabilty 
incurred an account of the default. He may have legal recourse against his 
agent, but that is purely a matter between principal and agent, and does 
not concern the Department. 

In order to protect taxpayers against inefficient or corrupt 
agents, the Queensland, South Australian and Tasmanian Acts 
provide for the registration of tax agents. Boards have been 
appointed in those States to decide any cases which may arise 
in which cancellation of registration may be deemed necessary for 
various reasons, including the preparation of false returns, neglect 
of the principal’s business, and misconduct of a tax agent. 

The Royal Commission on Taxation stated in paragraph 1,009 
of its report that, in its opinion, registration of tax agents would 
be in the best interests both of the taxpayer and the Departments. 
“Tt would be an assurance to both that a person authorised to 
act on behalf of a taxpayer is reputable and competent. It would 
prevent exploitation of the taxpayer by unscrupulous persons who 
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may ultimately involve him in serious trouble, and, perhaps, 
penalties. It would also enable the Departments to deal effectively 
with such persons.” 

Mr. Chenoweth did not mention in his paper why the Victorian 
Government failed to adopt the recommendation of the Royal 
Commission. 

Provision for the registration of tax agents was embodied in 
the New South Wales 1928 Bill but, owing to diligent lobbying on 
the part of persons who had reason to dislike these provisions, 
they were dropped during the passage of the Bill. These provisions 
were not included in the 1936 Bill in spite of the strong recom- 
mendation by the Royal Commission. 

There is a real need for the registration of tax agents through- 
out Australia. Further, candidates for registration should be 
required to pass an elementary examination based on the 
Commonwealth Income Tax Assessment Act, and the relevant 
State Acts. 


The Relationship Between Accounts Prepared for General 
Publication and those Prepared for Tax Purposes 


Mr. Chenoweth lucidly explains the various types of business 
organisations in Australia and demonstrates that for taxation 
purposes the published accounts of companies are not usually of 
a type that sufficiently disclose the company’s affairs as to income 
and deductions under the Assessment Acts. Even though the 
accounts of the company have been completely audited and a 
copy of the auditor’s report accompanies the published accounts, 
there are many items, such as various reserves and provisions, 
depreciation deducted in excess of amounts calculated at the 
schedule rates applied by the Department, gifts and donations to 
other than public charitable institutions, and many other items, 
that would not be divulged in the published accounts, but which, 
although quite legitimate expenses in the accounts of the taxpayer, 
do not constitute allowable deductions as prescribed by the 
Income Tax Assessment Acts. 


Mr. Chenoweth goes on to say: 


In addition to copies of annual accounts, as prepared for private 
purposes by all taxpayers who keep proper records in the English language 
(and all business persons are required by the taxing Acts so to do), the 
respective tax Departments require supporting lists and statements to be 
furnished for certain specific items, as stated on the forms of returns. 
These lists and statements serve a triple purpose, firstly by offering a more 
detailed explanation of the nature of the particular item and its relation- 
ship to the taxpayer’s business; secondly, in many instances, by being a 
check upon the accuracy, not only of the return under examination, but 
also of the returns of the other persons whose transactions with the tax- 
payer are revealed in such lists; and, thirdly, as a means of tracing persons 
who have failed to lodge returns. Some of the items for which detailed 
lists -are required are for receipts or payments on account of salaries, wages, 
commissions, bonuses, interest, rent, dividends, and rates and taxes. 
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Records of Taxpayer Carrying on Business to be kept tn 
English Language 


Section 295 of the New South Wales Act provides that every 
taxpayer carrying on a business shall keep sufficient records in the 
English language of his income and expenditure to enable his 
assessable income and allowable deductions to be readily ascer- 
tained. Similar provisions are contained in the Victorian (S. 
236), Queensland (S. 58), South Australian (S. 246), and 
Western Australian (S. 220) Acts. 

I do not believe the word “keep” is adequate. It was intended 
that the books and records of taxpayers carrying on business 
should be “kept,” i.e., written in English and that these records 
should be “kept,” i.e., preserved for inspection by Departmental 
officers. I am of opinion that “kept” would be construed in the 
first-mentioned sense and provided a taxpayer could prove that 
all his business transactions had been recorded in books, etc., in 
the English language, at or about the time the transactions were 
entered into, he would satisfy the provisions of the above- 
mentioned sections, even though those books and records were 
destroyed immediately after their compilation. 

It is recommended that a provision be inserted in the Acts 
requiring a taxpayer “to preserve” his books and records for at 
least five years after compilation. A similar provision is contained 
in the sales tax legislation. 


Audits for Tax Purposes as Compared with Audi's for Other 
Purposes 


Mr. Chenoweth points out that the purpose of a tax audit is 
to determine the proper amount of net taxable income of the 
taxpayer, taking into account the accuracy of the books of account 
and the full requirements of the taxation laws then current. The 
general audit has a much wider scope, and is not directly concerned 
with the provisions of taxation law, except that a good auditor 
might rightly be considered to’ be one who gives his client the 
best possible advice, and advice that will legitimately save the 
client taxation is not improper. The general audit, however, is 
more concerned with the accuracy of the books of account, the 
system of accounts, the financial stability of the business as to 
both the present and the future, and the adequacy of reserves. 

In either class of audit conducted by a practising accountant, the fee or 
professional charge is an important factor, for it is often the determinant 
as to the scope of the audit. The client is guided by the cost involved as 
well as by his ideas of the work required, whereas the accountant is 
influenced by the limitations imposed by the instructions from his client 
and the fee on the one hand, and his sense of the merits of the case and 
the best interests of his client on the other. The Departmental officer, in 
conducting a Departmental investigation; however, has one main objective— 
to ascertain the proper taxable :incame involved, with which may be 
bracketed the ascertainment-of the full facts of the case-and the degree, if 
any, to which fraud or evasion has entered into any irregularities discovered. 
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Departmental Audits for Tax Purposes 


Mr. Chenoweth states that income tax investigations are not ' 
undertaken indiscriminately, but arise out of irregularities detected 
in a variety of ways, not the least important of which is a 
system of check, as between taxpayers, of the particulars contained 
in the detailed lists they are required to furnish in support of 
certain items of income or deductions shown in their returns. 
Owing to suitable graduation of work, officers engaged in the 
assessing of returns also rapidly acquire a fairly accurate know- 
ledge of what constitutes a reasonable percentage of gross or net 
income from a particular class of business, after taking local 
conditions into consideration, and are thus often able to detect 
unsatisfactory cases and refer them for more detailed examination 
by specially qualified investigation officers. There are many ways 
in which avoidance of tax may be discovered, but it is remarkable 
how often the finding of one irregularity leads to the detection 
of others, and what big cases sometimes arise out of very small 
beginnings. 

Investigating Officers 

I have had a great deal of experience of the work done by these 
specially qualified investigation officers and, without exception, I 
have found them to be possessed of the highest qualities and 
attainments. They are skilled accountants who carry out their 
duties with scrupulous fairness, both to the revenue and the 
taxpayer. My complaint is that there is not enough of them. I 
believe the fault lies with Australian Treasurers, who do not 
realise that every pound spent in this Department would produce 
a direct dividend to the Treasury of several hundreds per cent. 
Moreover, the knowledge that the Act is being properly policed, 
would act as a deterrent to many other taxpayers with border-line 
consciences. 


Powers of Investigating Officers 


One of the powers of investigating officers is contained in S. 263 
of the Commonwealth Act, and the corresponding provisions of 
the State Acts. Section 263 provides that the Commissioner, or 
any officer authorised by him in that behalf, shall at all times have 
full and free access to all buildings, places, books, documents and 
other papers for any of the purposes of this Act, and for that 
purpose may make extracts from or copies of any such books, 
documents or papers. 

Section 264 of the Commonwealth Act empowers the Commis- 
sioner, inter alia, to require any person to produce all books, 
documents and other papers in his custody. I do not think this 
power is adequate and I recommend that the Commissioner be 
granted power to retain any books, etc., required by him until 
an amended assessment has been issued or until a prosecution is 
dealt with. 
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Agent’s Certificate 
Mr. Chenoweth’s remarks on this are of great interest: 


The degree of verification undertaken by the agent varies very con- 
siderably, and is often commensurate with the fee that the principal is 
prepared to pay. It would, therefore, not be safe for the tax authorities 
to assume that, because a return was prepared by an agent, however 
reputable, it was necessarily unassailable. A return prepared by a reputable 
agent does bear a certain hal!-mark of accuracy, but it is essential that the 
degree of verification by him should be made known. In order, therefore, 
to assist the Departmental officers in gauging the extent to which a return 
can possibly be relied upon, each tax authority now embodies, in its forms 
of return, certificates for completion by the taxpayer, and by his agent 
where one has been employed. These certificates seek information as to 
the books of account or records from which the return has been prepared; 
the bases used in preparation of the return if it differs from the books of 
account kept by the taxpayer; by whom the books of account are kept; 
whether the books of account have been audited and, if so, by whom; and 
whether the agent has satisfied himself, and, if so, how, that the books of 
account or other sources of information upon which the return is based, 
are correct and disclose the whole of the taxpayer’s income from all sources. 

In those cases in which the agent has audited the taxpayer’s books of 
account, or in which an audit has been conducted by another accountant, 
he has a good basis from which to work, but, in many instances, agents are 
called upon to prepare returns from accounts that have been more or less 
badly kept, particularly in respect of farmers and small business persons. 
In other instances, especially by non-business persons, agents have to rely 
upon particulars supplied by the taxpayer either verbally or by documentary 
evidence, and cannot even then be certain that the whole facts have been 
disclosed. The information sought in the certificates is, therefore, necessary 
in order to determine, as far as possible, whether the return is founded 
on fact or guesswork. 

Such certificates have been incorporated in the forms of return in 
the last two years only, and are an indication that the Departments do 
recognise the assistance that the agent—whether a practising accountant 
or otherwise—renders in the operation of the taxation systems in Australia. 


The Audit of Public Companies 


Mr. Chenoweth’s remarks on this subject are pertinent: 


Theoretically, the auditors of public companies act in the interests of 
the shareholders, but actually they tend to come under the domination of 
the directors. They thus occasionally pass accounts that are not full and 
true disclosures of the company’s affairs. The most frequent instance of 
this is seen in accounts where secret reserves of considerable magnitude 
are created—but not disclosed to the shareholders—as, for instance, by 
allowing trading stocks to be wumdervalued, excessive provision for 
depreciation, undue writing-off of debts, excess provision deducted from the 
total of debtors, additional plant charged to maintenance, and so on. The 
attempted justification for these is on a number of grounds, such as safe 
policy, non-disclosure of the full facts to competitors, and others, but none 
of them considers the fact that the published and certified accounts are, in 
fact, certified as true and correct. In some instances the auditors protect 
themselves—as in the case of the valuation of stocks, by stating that they 
have accepted the certificates of company officers as to value or quantity— 
but the Departmental examination of company accounts indicates, with no 
possibility of challenge, that it would be impossible to accept company 
accounts as prepared for publication, merely because they bear the certifica- 
tion of recognised members of the accountancy profession. 
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Additional Tax 


Under S. 226 (1) where a taxpayer fails duly to furnish a 
return, Parliament has fixed a maximum penality of 100 per cent. 

Under S. 226 (2) where a taxpayer furnishes a return, but 
omits assessable income or overclaims a deduction, the maximum 
penalty is 200 per cent. of the tax avoided. 

In both cases the Commissioner is granted power to remit. 
The Board of Review is empowered to review the Commissioner’s 
decision when the penalty actually imposed exceeds 10 per cent. 
per annum of the tax involved. 

Objection is taken to the above provisions on the following 
grounds: 


(a) The maximum penalty of 200 per cent. is savage. It goes 
back to the days when the examiner’s branches were not 
properly organised, or did not exist. History teaches that 
as a community grows more enlightened, it endeavours to 
keep down crime by improving its methods of detection, 
rather than by persisting with savage penalties. 

(b) The penalties imposed by S. 226 (1) and (2) are 
anomalous. A tax-evader who deliberately refrains from 
lodging a return can be caught for 100 per cent. only, 
whereas a person who innocently lodges an incorrect return 
is liable to 200 per cent. 

(c) For all practical purposes, the power to impose the penalty 
is placed in the hands of the Commissioner, and, with 
respect, this power should not remain with any Govern- 
ment official. 


It is recommended that the penalties be made automatic, along 
the following lines: 


1. That the maximum penalty in both cases be 100 per cent. 
2. That the maximum penalty should be imposed only where 
the Commissioner forms the opinion that the non-lodgment 
of the return was deliberate, or the understatement, etc., was 
due to fraud or evasion, the taxpayer to have the right of 
reference to the Board of Review, or the right of appeal to 
the courts. 
3. In all other cases the penalty should be 6 per cent. per 
annum, limited to 100 per cent. 
4. The power to remit should be taken away from the Com- 
missioner. 
Conclusion 


Mr. Chenoweth concludes his paper by stating: 

It is a fact that income tax laws in Australia would be well-nigh 
unenforceable without the honest co-operation of the great majority of 
taxpayers and their agents. The productivity of the taxes over a period 
of years and such statistical evidence, admittedly inconclusive, as is avail- 
able, indicate that attempts at deliberate tax evasion are confined to a 
relatively small portion of the body of taxpayers. The direct yield from 
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official investigations, however, is known, but the indirect yield is many 
times greater owing to the deterrent effect upon taxpayers of the know- 
ledge that there is a distinct possibility of their affairs being probed at any 
time. 

It is also a fact that an Act that is not properly policed tends to become 
less and less effective, and official audit or investigation as conducted is 
undoubtedly a very potent means of enforcing the legal requirements of 
the income tax laws in Australia, and ensuring, not only that the revenue 
suffers in the least possible degree by the default of taxpayers and persons 
who should be taxpayers in the community, but also that each taxpayer 
bears his just share of the tax burden of the community in accordance with 
the standards prescribed as equitable and reasonable by Parliament, and 
embodied in the taxation legislation enacted by it. 





THE BusINeEss oF MoNey-LENDING 


Section 6 of the Commonwealth Income Tax Assessment Act 
provides, in effect, that where the taxpayer’s principal business 
consists of the lending of money, interest derived therefrom is 
income from personal exertion. 

Section 63 of the Commonwealth Act provides for an allowance 
for bad debts in respect of money lent in the ordinary course of 
the business of the lending of money by a taxpayer who carries 
on that business. It is not necessary that money-lending should 
be the taxpayer’s principal business. 

The question whether a taxpayer carries on the business of the 
lending of money, as a principal or subsidiary activity, is one of 
fact in each case: Newton v. Pyke (1908) 25 T.L.R. 127. It is 
not enough merely to show that a man had, on several occasions, 
lent money at remunerative rates of interest; there must be a 
certain degree of system and continuity about the transactions. 
Newton v. Pyke, supra; Lapin v. Abigail (1930) 44 C.L.R. at 
p. 200. 

In a recent case, X. v. C. of T. (Q’land.) (1939) 1 A.LT.R. 
486 the taxpayer’s only office was at his residence. At no time 
had he advertised himself as a money-lender or been registered 
as such. Prior to the year ended June 30, 1936, the taxpayer had 
lent £30,000. During the year ended June 30, 1936, he made 
eight fresh advances totalling about £4,500, the amounts ranging 
from £76 to about £2,000. During year ended June 30, 1937, the 
total advances were about £7,500. Held, that the fair inference 
to be drawn from the appellant’s transactions in respect of 1936 
and 1937 was that he was carrying on the business of money- 
lending and that money-lending was his principal business. “I 
find that the appellant sought to deal mainly with people who 
could not get accommodation from the banks, or who were in 
trouble with the banks, and that his purpose in seeking clients of 
this type was to secure a higher rate of interest than could be 
secured from others in more fortunate circumstances. Many of 
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the appellant’s clients were persons who sought to purchase farms 
with only a small deposit, or without any deposit. Much super- 
vision was required and given over such persons and the securities 
given by them; but despite the fact that the appellant spent most 
of his time exercising this supervision, many of his clients 
defaulted in their interest payments in each year. Only nineteen 
out of twenty-eight paid interest in 1936. Furthermore the 
appellant spent much time considering propositions which eventu- 
ally he did not accept. His reason for not registering as a money- 
lender was that he thought it unnecessary to do so, because in 
no case did he charge more than 8 per cent. He was, of course, 
wrong in so thinking. The amounts he lent in 1936 and 1937 were 
few, because in those years he had to pay about £13,000 to the 
Commissioner of Taxes of New South Wales, by way of 
additional tax and penalties. Prior to 1934 he had a butchering 
business in New South Wales. The moneys lent throughout were 
his own, but after the last of the taxing years in question he 
began to borrow money from the banks in order to re-lend it.” 
Per Webb J. at pp. 487-8. 





TIMBER SALES 


Consideration Received for Right to Remove Standing Timber 
State Acts 


The State Acts (N.S.W., S. 19 (1) (0); Vic., S. 17 (1) (m); 
Q’land., S. 16 (1) (m); S.A., S. 27 (1) (m); W.A., S. 17 (2) 
(n) ; Tas., S. 30 (1) (xiv) specifically provide that the assessable 
income of a taxpayer shall include the amount or value of any 
consideration received in connexion with a right to remove 
standing timber from land, less the amount, if any, by which the 
value of the land is, or will be, diminished by the removal of the 
timber. 

The taxpayer is assessable for State purposes, whether the 
amount received is of an income or of a capital nature, and 
whether the timber is sold on a royalty basis or for a lump sum. 

It is for the taxpayer to demonstrate that the value of the 
land is, or will be, diminished by the removal of the timber. On 
the contrary, the value of the land may be improved by its 
removal. If such diminution is proved, the amount thereof is 
deductible in calculating the assessable income derived by the 
taxpayer from the sale of the right. 


Commonwealth Act 
The Commonwealth Income Tax Assessment Act does not 
contain any provision corresponding to those of the State Act 
quoted above. A provision seeking to tax all amounts received for 
the right to remove standing timber, whether or not of an income 
nature, would render the whole Act invalid, being contrary to 
S. 55 of the Constitution, which provides, inter alia, that laws 
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imposing taxation, except laws imposing duties of customs or of 
excise, shall deal with one subject of taxation only. Only receipts 
of an income nature are therefore assessable under the general 
provisions of the Commonwealth Act. The tests of assessability 
are: Does the amount received as consideration for the right to 
remove standing timber form part of the proceeds of a business 
carried on by the taxpayer (S. 6), or was the land acquired for 
the purpose, inter alia, of disposing of rights to remove the stand- 
ing timber thereon, or do the proceeds arise from the carrying on 
or carrying out of a profit-making undertaking or scheme (S. 26 
(a))? 

The following is a case where the consideration for the right 
to remove standing timber was held not to be income: 

The appellant was the holder of a Crown lease in Western 
Australia taken up by her in 1903. The land was not taken up 
with a view to growing or selling timber. A sum of £1,800 was 
received by the appellant and her husband during year ended 
June 30, 1926, under an agreement between them and a company, 
by which the company agreed to buy all of certain specified timber 
growing upon the lands of the appellant and her husband. The 
Federal Commissioner issued an assessment against the appellant 
in respect of the sum of £1,440, being that portion of the £1,800 
attributed to the land of which she was the lessee. Held, that the 
transaction by reason of which the sum of £1,440 was received by 


the appellant, was neither more nor less than the conversion into 
money of part of her capital, and therefore was not income. 
(Thomson v. D.F.C. of T. (1929), 43 C.L.R. 360). 


Proceeds of Sale of Timber Cut by the Taxpayer 


The proceeds of sale of timber planted by the taxpayer him- 
self for the purpose of sale at maturity is clearly assessable. In 
an English case (Elmes v. Trembath (1934) 19 Tax. Cas. 72), 
the taxpayer had, inter alia, planted willow trees in his property 
and had cut and sold them on maturity about twelve years after- 
wards. “You have a sale of willows planted by the owner of 
the farm himself some ten or twelve years ago, which willows 
occupied a part of the farm and which were planted, I imagine, by 
the farmer in order that the farmer could, at some subsequent 
date, cut them and reap the benefit of them. To my mind that 
is just as much a profit or gain accruing from the occupation of 
land as is the case of the farmer or market gardener who... , 
has a field of rhubarb, or of a farmer or experienced agriculturist 
who thinks it right to cultivate mushrooms; I do not see any 
distinction,” per Singleton J. at pp. 76-7. 

Moneys received on sale of timber cut by the taxpayer may 
form part of the proceeds of a business carried on by him, even 
though the land was not acquired for the purpose of selling the 
timber thereon. 
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A taxpayer acquired land in 1909. Evidence was given that 
the timber thereon then had no commercial value. Subsequently 
a demand set in for timber, and the taxpayer commenced to cut 
and sell timber off the property about 1915. About 1922 he 
began buying and selling timber in the log from outside properties. 
For income year ended June 30, 1935, he was assessed in respect 
of the net proceeds of timber sales from his property, and the 
Board of Review upheld the assessment (1936) 7 C.T.B.R. Cas. 
46. “On the admissions of his representative and the evidence 
submitted, it was clearly established that the taxpayer was, during 
the year under review, engaged in the business, trade or pursuit 
of timber selling, and has been so engaged for a number of years. 
He subjected the timber growing on his own land to the same 
operations of felling, cutting, hauling, and loading as he did to 
that acquired on outside properties, and for this purpose he 
employed and supervised labour and incurred expenditure. 

It is not disputed that the receipts from sales of timber taken 
from other properties were assessable income, and as the same 
businesslike activities were applied in connexion with the timber 
said to have been taken from his own property, we cannot see 
any adequate reason for regarding the latter in a different light 
for taxation purposes. The receipts from both sources are, in 
our opinion, the proceeds of a business carried on by the tax- 


payer.” 





WESTERN AUSTRALIAN INCOME Tax 
The Western Australian Government has brought down a Bill 
making provision for the payment and collection of income tax by 
instalments. 





FEDERAL Estate Duty 
Deduction of Full Amount of State Death and Succession Duties 


An important decision was recently given by the High Court 
of Australia on the question whether the full amount of New 
South Wales death duty is a deduction from the gross value of 
the assessable estate for Federal estate duty purposes, in respect 
of assets which are subject to New South Wales death duty, but 
5 not to Federal estate duty. 

Section 17 of the Estate Duty Assessment Act, 1914-1928, 
determines the assessable value for residents as follows: 

“For the purpose of assessing the value for duty of the estate 
of any person dying after the commencement of this Act, all debts 
due and owing by the deceased at the time of his death and 
Federal and State land and income taxes which become due and 
payable after his death and within one year after the payment of 
duty on any assessment under this Act, shall be deducted from 
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the gross value of the assessable estate if the deceased was at 
the time of his death domiciled in Australia.” 

Section 18 determines the assessable value for absentees as 
follows: 

“If the deceased was, at the time of his death, not domiciled 
in Australia the debts which may be deducted from the gross 
value of the assessable estate shall be debts due and owing to 
persons resident in Australia, or contracted to be paid in Aus- 
tralia, or charged on property situate in Australia and Federal 
and State land and income taxes due and payable at the time 
of his death or which become due and payable after his death and 
within one year after the payment of duty on any assessment under 
this Act.” 

Section 3 defines “debts,” includes probate and succession duties 
payable under any State Act, but does not include voluntary debts. 

The appellants were administrators of the estate of a deceased 
lady, late of Sydney, but more latterly residing in the South of 
France. At the time of her death the deceased was possessed 
of certain personal property in New South Wales. The total 
New South Wales probate duty paid was £72,668. In assessing 
the appellants for Federal estate duty, the Commissioner allowed 
a deduction of only £55,349 of the above sum, being the amount 
of New South Wales probate duty applicable to the assets assess- 
able for Federal estate duty. Held, that the balance of £17,319 
was an allowable deduction in ascertaining the assessable value 
of the estate for the purpose of Federal estate duty. 

This decision arose from a case stated by the Chief Justice, 
Sir John Latham, for the opinion of the High Court, in the 
appeal of Knox & Stephen v. Deputy Federal Commissioner of 
Taxation (not yet reported). The effect of this decision is that 
State probate and succession duties applicable to that part of the 
estate which is not assessable to Federal estate duty, is an allow- 
able deduction from the assessable estate for Federal purposes. 

A typical instance of the application of the above decision is 
where the testator had made gifts within three years of the date 
of his death, but more than one year prior to such date. The gifts 
would be included in the assessable estate for State death duty 
purposes, but not for purposes of Federal estate duty. Neverthe- 
less, the whole of the State death duties paid are deductible in 
the Federal estate duty assessment. 





N.S.W. UNEMPLOYMENT RELIEF AND SocraL Services TAXES 

The New South Wales Special Income and Wages Tax has 
been replaced by two new taxes, the Unemployment Relief Tax 
and the Social Services Tax. These will be collected as one tax, but 
two-thirds of the net proceeds will be paid to the Unemployment 
Relief Fund and one-third to the Social Services Fund. The new 
tax will be collected in the same manner as the previous Special 
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Income and Wages Tax. The rates of tax have, however, been 
increased and certain exemptions have been reduced. The new 
rates operate as from October 1, 1939. 

Under the previous Act, persons in receipt of £4/3/11 per 
week or less were exempt if they had one or more dependents. 
This exemption is retained under the new Acts. 

Under the previous Act, persons without dependents were 
exempt if they were in receipt of £3 per week and under. Such 
persons are now exempt only if they are in receipt of £1/19/11 
per week or less. 

The dependant rebate of 6d. per week per dependant has been 
retained under the present Acts. 

The following is a comparison of some of the taxes payable 
by persons without dependants, under the previous and the present 
Acts : 


Tax per Week 
Wages per week Previous Act Present Act 


£2 0 0 Nil 10d. 
£3 0 0 Nil 1/9d. 
0 1/3d. 2/9d. 
0 2/4d. 4/1d. 
0 3/2d. 5/0d. 
0 5/1d. 6/10d. 
0 6/74. 8/8d. 
0 10/4d. 13/3d. 
0 14/1d. 17/10d. 


The rate of tax payable by companies has been increased from 


10d. in £ to 114d. in £. 





LITERARY PROFITS 


Earl Haig, by a settlement had authorised his trustees to 
publish his penultimate war diaries at such time or times and on 
such conditions as they, in their uncontrolled discretion, might 


= think fit; but as they contained confidential material, his trustees 


considered it to be undesirable to publish them in their entirety, 
and for some years nothing was done. In 1933, his. trustees 
granted permission to Mr. Duff Cooper to make use of the diaries 
in a life of Lord Haig which he was preparing to write, on 


= condition of receiving a half-share of the proceeds of the publica- 


tion of the book. The trustees were assessed in respect of the 
amounts they so received—#£6,965 for 1935-6, and £2,530 for 
1936-7. The Scottish Court of Session held that the amounts in 
question were not profits or gains or income within the meaning 
of the Income Tax Acts, but were proceeds of the realisation of 
part. of the capital value of Earl Haig’s estate; that Mr. Duff 
Coaper’s extensive. use of the materials in the diaries had 
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exhausted their separate publication value, or, as Lord Moncrieff 
expressed it, had killed the goose that might have laid the golden 
eggs. Earl Haig’s Trustees v. I. R. Comrs. (not yet reported). 





PROSPECTING OR MINING FOR PETROLEUM 
Deduction of Unrecouped Capital Expenditure 


A new section, 123 A, has been inserted in the Commonwealth 
Income Tax Assessment Act by the amending Act of 1939. 

Where a taxpayer derives income from carrying on mining 
operations in Australia, Papua or New Guinea for the purpose 
of obtaining petroleum, the amount of the unrecouped capital 
expenditure (not exceeding the amount remaining after deducting 
from the assessable income derived from the sale of that petroleum 
and its products all other deductions allowable in respect of that 
assessable income) shall be an allowable deduction. 

“‘*Unrecouped capital expenditure’ means the amount remaining 
after deducting from the total amount of the capital expenditure 
incurred by the taxpayer prior to the year of tax in prospecting or 
mining for petroleum in Australia or the Territory of New 
Guinea, and in plant necessary for the treatment of that petroleum 
the amount remaining after deducting from the income derived 
by the taxpayer, in and out of Australia, prior to the year of tax, 
from the sale of that petroleum and its products all outgoings 


(other than outgoings of a capital nature) incurred in gaining or 
producing that income and any taxes payable in respect of that 
income.” 

Unfortunately, the new provision is defective, and will deprive 
taxpayers of the full benefit intended by Parliament. The defect 


is illustrated by the following example: 


Year Ended June 30, 1939 


Capital Expenditure to June 30, 1939— 
In prospecting or mining for petroleum 
In plant necessary for treatment .. 


assessable) 
Income derived by the taxpayer in and out of 
Australia up to June 30, 1939, from the sale of 
petroleum and its products .. .. 20,000 4,000 
Outgoings ( other than capital outgoings) — 
incurred in gaining or producing that 
income .. £9,000 
State taxes payable (no ‘Federal taxes 


payable) .. . 2,000 
——— 11,000 
1,000 


£9,000 £3,000 


Ss 


Ex-Australian taxes payable . 
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Unrecouped capital expenditure— 
Capital expenditure as above .. Pree 
Net income in and out of Australia as "above =f 


me eee Ot Te FED ks ca. ceed 0%: 


ey GUNNS SN GENO... 44 4<- Ga se ae es oo a0 ae oe 
Deductions as above .. 


Deduction under S. 123A (2) .. .. .. .. 
Taxable Income .. .. .. 


Year Ended June 30, 1940 
Capital Expenditure— 
To June 30, 1939 .. . .. £68,000 
Additions year ended June 30, 1940 . .. -- 10,000 
——— £78,000 


Aust. Ex-Aust. 
Income derived in and out of Australia up (not 
to June 30, 1940 (ie. prior to year of assessable) 
tax )— 
JS 8 eee ee eee , £4,000 
Year ended June 30, 1940 .. .. .. .. 40,000 


£44,000 
Outgoings— 
To June 30, 1939 .. 
Year ended June 30, 1940 . 


Federal and State taxes payable— - 
To June 30, 1939 .. : 
Year ended June 30, 1940 . 


Ex-Australian taxes payable— 


To June 30, 1939 . 
Year ended June 30, 1940 . 


~ £33,000 
——- 
Unrecouped capital expenditure— 
Capital expenditure = eee 
Net income in and out of Australia : as above a Aika ait com, ata a 
cee Po. I EE Gc dc. oa “sc ao. %e oe au. as Nil 


Assessable income as above .. .. .. .. .. «2 ee ee ee ee ee £60,000 
ee ee ee are ee 


£40,000 
a ee oe ee ee eee Nil 
ee ee ee ee ee ee 


= ” 

It will be seen that the taxpayer cannot receive any allowance 

from the net income of £40,000 in the second year, because the 

income of that year (ie., the income of the year immediately 

‘prior to the year of tax”) must be brought to account in calcula- 
ting the “unrecouped capital expenditure.” 
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The Liability of Associations, Clubs and Lodges 
to Income Tax 


By “CrLaupivus” 


A company is defined as follows in the Acts of the Common- 
wealth, New South Wales, Queensland, South Australia, 
Tasmania, and Western Australia. 

“*Company’ includes all bodies or associations corporate or 
unincorporate, but does not include partnerships.” 

The Victorian Act defines a company as follows: 

“‘Company’ includes every corporate body howsoever incor- 
porated and whether under the laws of Victoria, or any other 
country and whether its head or principal office or principal place 
of business is in Victoria or elsewhere.” 

It will be seen that all authorities in the Commonwealth which 
impose tax on income, except Victoria, tax unincorporate bodies 
other than partnerships. 

There are times when it is difficult to decide whether an 
unincorporate body should be regarded as partnership or not. 
A partnership cannot consist of more than twenty members, and 
is carried on with a view to profit. There are many unincor- 
porate bodies with twenty or fewer members, yet a great number 
could not be said to be carrying on with a view to monetary profit. 

The majority of associations, clubs, lodges, etc., fall under the 
heading of companies, and as such, are liable to tax. These 
bodies can be made liable to income tax by Victoria only if they 
have been incorporated. 

The decision in The Bohemians Club v. Federal Commissioner 
of Taxation (1918), 24 C.L.R. 334, profoundly affects the liability 
of these bodies. It was decided that members’ subscriptions, or 
payments by them for services to themselves or their guests were 
not income. The principle is that a person cannot make profit 
out of himself. Consequently, no payments by members can be 
regarded as income, even as exempt income, for the purposes of 
the taxing Acts. Similarly, donations received by an unincor- 
porate body cannot be regarded as income. 

As receipts from members and donations cannot be regarded as 


assessable income, no payments for the benefit of members, or for 


securing the donations, can be allowed as deductions. When 
payments are made partly for the benefit of members and partly 
in securing assessable income, e.g., honoraria, the payments will 
be apportioned in proportion to the respective amounts involved 
unless a more satisfactory basis is available. 

The only taxable income of many clubs and lodges is interest. 
Some: derive rent from premises which are usually vested in 
trustees, as an unincorporate body cannot hold a title to property. 
Many lodges use the property themselves and let it to other lodges. 
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The usual practice in this case is for a separate account of income 
and expenditure to be kept in respect of the property. If properly 
kept, the lodge’s general income and expenditure account should 
be credited, and the property income and expenditure account 
debited, with an amount of rent due for the use of the property by 
the members of the lodge. In this case, rent charged to the 
members is excised from the property account, and a proportion of 
the expenses applicable to that rent excluded from the deductions. 
Any expenses directly applicable to rent received from outside 
sources should, of course, be deducted in full. The deduction of 
rates and taxes is dealt with later on. Sometimes trustees hold 
property on behalf of a number of lodges. They then, it appears, 
are treated as a body separate from the member lodges, being 
taxable on the income received without any rent charge being 
excised. 

Care must be exercised in dealing with rates and taxes. Rates 
paid on income-producing property are allowable in full. Bodies 
that do not have any part of expenses of maintaining rent-pro- 
ducing property excised, will have rates thereon allowed in full. 
The same applies to State and Federal Land Taxes on land wholly 
rent-producing, except in South Australia, where State Land 
Tax is allowed as a deduction only to primary producers. When 
the property is not used exclusively to produce assessable income, 
the following deductions are allowed in full: 


1. Rates in Federal and Queensland assessments. 


2. Federal Land Tax in Federal and West Australian assess- 
ments. 


3. State Land Tax in Federal, Queensland and West Australian 
assessments. 


In other cases, the deduction of rates and/or land taxes is 
apportioned. Federal Income Tax is not an allowable deduction. 
State ordinary income tax is deductible only for Federal purposes. 
Special income, unemployment relief and similar taxes are deduc- 
tible only for Federal, Queensland and West Australian purposes. 

Another class of deduction which is allowable in full is that in 
respect of gifts to public hospitals, public benevolent institutions, 
etc. However, these deductions may be allowed only to the 
extent of the assessable income. It was stated earlier that dona- 
tions received were not regarded as income. If the members 
make donations which are to be paid to a specific charity, such 
receipts will, of course, be set off against the deduction of pay- 
ments to that charity. 

In many cases, it will be found that items of a similar nature 
appear on both sides of the revenue account. These are called 
contra items. Usually, these must be excised from both sides 
when arriving at the assessable income—their inclusion would 
affect the apportionment. 

In conclusion, I append a few examples: 
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Example 1. 


Receipts 
Subscriptions . .. .. £500 0 0 
Entrance fees 105 0 0 
oD. oa pe we ed 50 0 0 
NE Se fon, kw Caw 23 0 O 
Donations .. .. 65 0 0 
Balance at beginning 436 0 0 

£1,179 0 0 
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JAN. 


The receipts and expenditure account of a club is given below— 


Expenditure 

Honoraria £50 0 0 
Debenture _* off = 120 0 0 
Donations e 2 0 0 
Canvassing .. .. .. 27 00 
Annual rey i Ses 12 0 0 
OS ee eee 11 0 0 
a 400 

Sundry expenditure 
on club’s business . 334 0 0 
Balance at the end .. 596 0 0 
£1,179 0 0 





If it may be assumed that one-third of the honoraria and one- 
half of the rates and insurance were incurred in producing the 
rent and interest, there is still the question of donations to be 
considered. Suppose that on examination it is found that £20 
of the donations are allowable deductions and that £14 of donations 
received were intended to be paid through the club to the charities 
concerned, the taxable income would be ascertained as follows: 


Ne a a a en el a all le Sik a Ne ee £50 
oon een a, Tae Skee kek emi aa ace has oe ee. Rak? ae 23 
£73 
Honoraria—# . eee £17 
Donations .. .. . shag Ocal ata areal fe ote £20 
Less donations | set-off Oe ee a 14 
— 6 
OS ee ae a ee ee 11 
IE oa hee Soe) Gil ae aka wT ae ee Geroms 2 
— 36 
OR are eee ae ee ee £37 


In those States where rates are allowed only to the extent to 
which they are incurred in producing assessable income, one-half 
of the rates would have to be disallowed, thus increasing the 
taxable income to £42. 


Example 2. 


The revenue account of a trade association appears hereunder— 


Office salaries £616 | Members’ subscriptions £763 
Annual picnic 120 Annual picnic snes 105 
ee ee 23. Trade journal receipts .. 622 
Annual meeting .. .. .. .. 15 Oe Se eae 12 
Cost of trade journal .. 570 Donations ...........-- 107 
Office expenses .. 86 
Net income .. 179 

£1609 £1609 


Sail i ice Se ala 
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£1609 
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It should be first ascertained whether the association is exempt 
from paying tax under Section 23 of the Federal Act, or the 
corresponding provisions of the State Act concerned. The fact 
that the association is exempt from paying tax does not exempt it 
from the liability of lodging a return. There may be a doubt 
about the taxability of the income received from the trade journal. 
However, it is assumed that the association is taxable in both 
instances. The taxable income would be ascertained as follows: 














I ee ge ee ee al ae £1609 
Less Miowibers’ ewbecrigtions .. .. .. co cs sc 0c ce oe GSB 
Annual picnic and donations .. .. .. .. .. .. .. 212 
975 
I TMG Gc. oc: ce ue” ma ae lee On 634 
EER Eg Re a a AE 
ey ere ee eee .- £120 
Annual meeting and canvassing .. .. .. .. 38 
158 
1272 
Proportion of expenses not relating to assessable income— 
573 of 1272 = 771 
1609 on 
RE I ee ea en lay bins £133 











Don't Overlook these Facts about Advertising 


By R. V. NICHOLLS, A.1.C.A. 


In the activity of reorganisation precipitated by the war, com- 
merce, trade, and industry must endeavour to give full considera- 
tion to the new factors confronting them so that the general 


§ policy evolved will be a valuable contribution to our national 
= stability and welfare. Various classes of business will be affected 
§ either beneficially or detrimentally, according to the war-signi- 


ficance of their activities. The strength of our whole economic 
system depends upon the weakest link in the business chain. The 
fortunes of the beneficially affected are thus vitally dependent on 
the ability of those less fortunate to “carry on.” Like a decaying 
tooth, the infection of “giving in” can spread throughout the 
system and do incalculable damage before the danger has been 
realised. 

Bearing these facts in mind, I want to consider the important 
part that well-planned advertising will play in safeguarding our 
national stability, both during the war and in the difficult post-war 
period that will surely follow. 
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One of the most valuable assets any business possesses is its 
regular and permanent turnover. This is the real turnover. 
Pre-war sales may be assumed to indicate this asset in the case of 
a company having special war significance. Such a company is 
almost sure to find that the impetus given to sales by war eclipses 
the disadvantages of increased overhead. In these circumstances 
it is, unfortunately, too often superficially presumed that adver- 
tising expenditure and sales retention efforts are needless. This 
is where the danger lies. To perceive the fallacy of such an out- 
look, sales require to be regarded in their true perspective. The 
fact is clear that two distinct sales classifications are necessary. 
The first classification will represent as closely as possible an 
estimate of real sales—those not induced by war. The second 
classification comprises war-created sales, whose virtue is tem- 
porary and transitory—restricted to the war period. 

With the cessation of war, the second market will collapse and 
the proportion of the first market still retained will depend upon 
the policy adopted during war. If the company, relying on the 
war-stimulated market, reduces its customary advertising expen- 
diture, it will find itself without an adequate post-war market. 
The effect of the withdrawal of funds from advertising during 
the war period will be to endanger post-war sales, prejudice post- 
war goodwill, will jeopardise the capacity of the company to cope 
with post-war difficulties that must inevitably arise. 

Let us examine another aspect : that relating to the profits made 
by such a company in the war period. There can be no doubt 
that profits will be stimulated so that they compare very favourably 
with pre-war returns. It may be thought that these accretions 
can be utilised to create reserves against post-war market readjust- 
ment downwards. Here, too, a closer examination of our prospects 
will be well worth while. Special war profits taxation is almost 
certain to be imposed. 

Any profits in excess of the percentage to capital permissible 
under the War Profits Taxation Act, based on pre-war returns, 
will be subjected to extremely heavy taxation. Probably up to 
75% or even 80% of these excess profits will be withdrawn by 
the Government. Where, then, will be those “adequate reserves?” 

Industry and business must realise that in such circumstances, 
it will not be possible to make adequate provision by the creation of 
reserves, to meet the danger of acutely depleted markets after 
war. Steps must be taken—and these steps are of really 
vital importance—to ensure that the aftermath will not entail 
undue hardship and difficulty. It is of national importance that 
this aspect also should be given full consideration. Regard for 
the future can be prudently allowed to temper the policy of the 
present. 

The maintenance of advertising appropriations during war 
tends to keep all classes of business active. “Business as usual” is 
the Prime Minister’s exhortation. The maintenance or expression 
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of advertising appropriations and sales retention effort is a prac- 
tical application of this policy. It is by this means—by carefully 
planned, well-directed and confidence-giving advertising—that a 
telling safeguard to our general business stability can be raised. 

Now, finally, let us return and examine the psychological effect 
of general business policy on those less fortunate classes of trade, 
commerce and industry, who constitute the weakness in the eco- 
nomic chain. They are important as a class whose function 
remains necessary and essential to the clock-like precision of a 
healthy business community. It is easy and, unfortunately, a 
simple matter to overlook the importance of their function—with 
disastrous results. 

In the present circumstances, their task is the most difficult. 
“Carrying on” and facing up to adverse conditions requires 
fortitude, courage, and true patriotism. With the knowledge 
that they have full and practical co-operation from their more 
fortunate business associates, that their efforts and endeavours are 
appreciated and understood, and that their own interests are a 
matter of national concern, they will be strengthened and heartened 
to do their bit and keep the business chain intact. 

Upon our unity rests the security of the nation—and advertising, 
soundly applied, will play a vital part in this essential safeguard 
to the continuance of prosperity now and in the post-war period. 

The graphs below indicate the alternatives dealt with in this 
article. Each enclosed pillar represents sales. 
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Principles of Accounting Classification 
By G. W. MEULEMAN, A.F.1.A. 


(A lecture to the Victorian Division of the Commonwealth 
Institute of Accountants) 


It is my intention to divide my talk to you into three main 
headings. 
A. Method of approach in planning. 
B. Benefits to be derived. 
C. A resume of the classification as operated by General 
Motors-Holden’s Ltd. 


PLANNING BREAKDOWN 


This needs further breakdown into the sequence in which each 
phase needs consideration. These are: 

1. Consideration of the basis of trading, manufacture and ad- 

ministration. 

2. Lay-out of general ledger control accounts. 

3. Division of revenue and cost accounts. 

4. Division of expense accounts. 

Item 1 covers what are the maximum requirements needed to 
cover all possible phases of trading. 

Items 2 to 4 must be approached from the viewpoint of design- 
ing the classification to meet the needs of management so that full 
benefits are obtained in the presentation of accounting results. 

It is, therefore, logical for the approach to cover in the first 
place the requirements of trading before consideration can be 
given to the lay-out of a classification which will give the most 
desirable presentation of results to the administration. 

The requirements of trading will, therefore, be dealt with first. 


Matters for Investigation—Trading, etc. 


Where we are considering the classification designed for a 
completely new business, or one already established, it is necessary 
to study the following conditions : 

1. Is trading to be confined to one State? If not, are branches 
to be established in others, or agents only appointed ? 

The result of this will enable decision to be made as to whether 
branch accounts are necessary. 

2. Is a separate selling organisation to be maintained in each” 
or will all merchandise be handled through agents, or perhaps 
both? 

This question will influence the arrangement of commercial 
expense accounts, which will be dealt with more fully later. 

3. On what basis will sales be made to agents or affiliated selling 
organisations, i.e., consignment, cash, or normal credit terms? 

It is apparent that the answer to these matters will govern the 














1in 


n- 


ull 
rst 


ost 


ial 


ng 





ie eee 








1940 THE AUSTRALIAN ACCOUNTANT 375 





general set-up of classification requirements in inventory and 
receivables accounts. 

In actual practice it may be found that all three bases are used 
in dealing with difficult agents, in which case it is desirable to 
express the various positions by opening up sections to cover each 
type of credit. 

4. If branches are to be established in other States, will these 
manufacture or be treated as wholesale selling houses, and possibly 
retail ? 

Here we have the answer as to what requirements are called 
for in regard to the subdivision of general manufacturing expense 
breakdown, while the same consideration will need to be given to 
commercial expense. 

5 Again, if branches are to be established in other States, will 
the capital of the parent company be used, or new companies 
formed ? 

In this instance we will find that possibly provision will need to 
be made for the item—investment in other companies, at the same 
time opening up other necessary provisions for income from 
investments. 

6. Appropriate provision must be made for the types of share 
capital employed. 

7. Will any sales be made on basis of hire purchase; if so, 
will finaurce be handled by outside concerns or agreements financed 
from company funds? 

In the latter case, accounts must be provided whereby the trans- 
actions are efficiently presented. 

8. Are properties freehold or leasehold? 

Actually a full range of classification should be provided for all 
phases of property holding, as in these days of rapid business 
expansion it is difficult to foresee what property requirements may 
be needed in the future. 

Y. Will separate accounts be maintained at each branch, or 
accounting centralised ? 

Consideration of this aspect is necessary for the purpose of 
deciding whether pro-rated accounts are necessary, as it is usually 
found that where any centralised scheme is working, a skeleton 
staff is in existence at the branch, and there arises the need of 
redistribution of many types of expense. 

More will be said on this subject when considering the grouping 
of expense accounts, and referring to redistribution of expense. 

10. Does the company control any patents? 

The value of these may need expression in the balance-sheet, or 
there may be the need for providing for special income in the form 
of royalties. 

11. Will salesmen operate on straight salary, or salary and 
commission ? 

Appropriate classifications will need to be provided so that 
expression is given to costs in comparable manner. 
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12. Will cars be provided or other basis of travelling and living 
allowance adopted ? 

Where expenses are allowed, control over this item can be very 
well exercised through a receivables control. 

The various bases of allowances need incorporating in the 
classification so that comparisons are easily made. 

Prepaid expenses of insurance and registration will have to be 
cared for. 

13. Consideration is necessary as to the source of purchasing, 
whether local or overseas, and to the various accounts necessary to 
record these transactions. If partly both, and overseas purchases 
are on a consignment basis, inventories will have to be kept in 
separate currency groups. 

14. In relation to the company’s product, what preliminary 
development expense is incurred? Is this such as to warrant the 
use of a deferred account? 

It can be spread over the estimated volume of the product, or 
possibly over a 12-monthly period. 

15. What banking arrangements are necessary, or in existence? 

Where centralised scheme is operating, it may be considered 
desirable to operate one main account with limited authority to 
draw at branches for essentials such as payroll. 

In this case, it is usually necessary to use a cash in transit 
account to record last day receipts not reflected in month’s general 
bank account. 

16. Consideration of the effect of sales tax as regards the 
company’s product and provision for adequate means of clearing 
liability to the department. 

17. Is the product of the company covered by warranty? 

What accounts will be provided to reflect the position as regards 
our liability in this connection to agents and the passing on of 
claims by the company’s suppliers, who were responsible to it for 
this defective material in its original state. 

18. Naturally enough, many businesses when tendering for 
contracts, have to deposit cash as guarantee. This factor should 
not be overlooked when considering the trading requirements of 
company under review. 

19. Are preliminary expenses involved, or goodwill, if existing 
business is taken over? 

The foregoing, although a very broad outline, is, I believe, 
sufficient to indicate to you what is meant by “Consideration of the 
needs of the business as an essential step in the establishment of 
the classification.” 

Now, having studied the general objective of the company and 
the basis of operating by which it is hoped to achieve those ob- 
jectives, we are now in a position to consider what requirements 
are called for in the classification, so that every assistance will be 
given to the management in controlling those vital factors which, 
if not sufficiently controlled, may turn profits into losses. 
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Lay-out of General Ledger Controls. (Cost Accounts in 
General Ledger) 

Before considering this aspect in detail, it can be pointed out 
that management generally is interested mainly from two angles, 
namely : 

The purely financial, consisting of control over assets, to see 
that credit is kept within reasonable bounds, and the like, and 
secondly 

From the point of cost of production, and in this is included 
expense control. Now, inasmuch as costing is extended to 
give control over this second feature, and such control is, if 
valuable at all, of a current nature, it is not unreasonable to 
assume that cost accounts could be conveniently incorporated in 
the general ledger, rather than maintaining a separate cost 
ledger, which to a great extent only duplicates the expense and 
inventory accounts already in the general ledger set-up. The 
following review, therefore, provides for this factor. 


Considerations Necessary 

The type of identification to be adopted. 

It is suggested that a satisfactory method will be found if a 
combination numerical and alphabetical system is used, the unit 
numbers being reserved for the general description of the control 
accounts, whilst sub-classifications can be expressed in terms of 


alphabetical sequence. 

If a further breakdown of general control account is considered 
desirable, the same principle can be used. Perhaps an example 
will help: 

Assume that No. 1 has been allotted as the controlling account 
over real estate, plant and equipment. Unless further breakdown 
between these classes is called for, the account would be expressed 
as A/c. 1. 

A/c. 1. Real Estate Plant and Equipment. 

In actual practice, however, further breakdowns of this asset 
are necessary, due to the varying rates of depreciation. These 
can then be expressed as follows: 

A/c. 1A. Real Estate. 
A/c. 1B. Plant and Equipment. 

Now further breakdown of this class can be indicated by taking 
up the numerical sequence as: 

A/c. 1A/50. Land. 
1A/51. Land Improvements. 
1A/52. Leaseholds. 
1A/53. Buildings. 

Care should be taken, however, to see that the numerical 
sequence for expressing sub-headings is commenced at a higher 
sequence than those allotted to the general ledger control accounts, 
otherwise some confusion is possible. 





378 THE AUSTRALIAN ACCOUNTANT JAN. 


It is remarkable, however, how familiar office personnel become 
with these standard accounts after a short time of usage. 


General Allotment of Account Numbers 


Under the identification scheme indicated above, it will be 
possible to allot say from 1 to 35 as main controlling numbers, 
using from 50 onwards as the sequence to be used for general 
subdivision of main controls, not forgetting the use of alphabetical 
indicators if it is found desirable further to break down the main 
controls. 

Proceeding further with the allotment of numbers it is desirable 
that : 


A. Fixed assets should be grouped in numerical account 
sequence 


In regard to what is the most satisfactory sub-accounts grouping, 
by this it is meant that machinery and equipment may be broken 
down over sub-accounts by types, i.e. : 


1. Plant used in production. 
2. Plant under the control of administrative sections. 
3. Plant of general use to all sections. 


Further breakdowns may be considered necessary to bring the 
headings of equipment in line with depreciation raies used on the 
respective types; this makes monthly calculations of depreciation 
a routine affair, and is of considerable importance, inasmuch as 
the application of this principle helps considerably in getting out 
results rapidly, and this principle should be applied to the handling 
of other fixed assets. 


Elimination of Surplus and Idle Equipment 

One further point which should not be overlooked is provision 
for surplus or idle equipment, buildings, etc. Due regard to this 
factor means that the monthly costs incurred on these assets can 
be segregated from normal operating expenses, it being argued that 
production results should not be presented in which are included 
costs over which those responsible could not exercise control, and 
as cost accounts are provided through the general ledger, those 
non-controllable items should be eliminated and shown as a 
separate item on profit and loss accounts. 


B. Grouping of Current Assets 


This should follow the principle laid down in regard to fixed 
assets, i.e., all current assets should be grouped and each type 
allotted a controlling number. Further breakdown of the con- 
trols can then be made by use of combination alphabetical and 
numerical symbols. 

Due regard must be given to the most advantageous sectionalisa- 
tion of controls from the aspect of— 
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1. Management Control—Which materially is interested in 
such facts as increase or extension of credit, as reflected in receiv- 
able balances; whether inventories have increased, but more 
important if so, where and why. 

A comprehensive breakdown of each section of these assets 
will enable executives to exercise more control over these items 
than would be possible if inadequate groupings existed. 

Care must also be taken to express the values of surplus and 
obsolete stocks as distinct from current usable. 

2. Efficiency of Operating.—Like any condition of business, 
the reasonable production of results counts. It, therefore, follows 
that breakdowns in sub-accounts must be considered in the light 
of operating the general accountancy set-up if facts and figures 
are to be produced quickly. By way of explanation, I have as- 
sumed that cost accounts are incorporated through the general 
ledger. It follows that a monthly cost of production statement will 
need to be taken out, included in which will be items of raw 
material cost, which in general groupings may cover 10 main 
headings, such as: 

Paint, Steel, Timber, Leather, Tyres, Etc. 

Whether these totals are built up from standard usages or 
actual requisitions matters not, but it is a fact that they have to be 
relieved from a raw materials account in the main financial ledger. 
It naturally follows that this operation will be greatly assisted if 
general ledger classifications have been planned in accordance 
with the most suitable groupings of normal production material 
usages. 

Furthermore, the greater the breakdown of inventory accounts 
the more specific will be the indication as to which type of material 
is contributing to wastages and losses. 

And so on through each type of current asset, always bearing 
in mind the principles of— 

1. Expressing through the classification the figures in groups 

which will be most helpful to administration ; 

2. Co-ordinating the classification in accordance with the 
technical process of manufacture and management, so that 
the results of treasury routine are easily transposed into 
appropriate controls and sub-accounts, thus materially 
assisting in speeding up the production of monthly accounting 
information. 

This generally indicates the approach to the allotment of account 
symbols to various asset accounts, and will be considered in more 
detail when reviewing the classification of General Motors-Holden’s 
Ltd. 


C. Liabilities, Reserves and Capital 


1. Inclusion of Cost and General Administration Expense 
Accounts under this heading 


As cost and general administration expense are transferred to 
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profit and loss account, resulting in an increase or decrease in the 
amount of capital available for dividend or use in the business, 
these accounts are included under this heading. 


2. Other Liabilities 
Allotment of control account indicators will be taken from the 
available sequence of 1-35 after allotment to asset accounts. 


3. Similar Types of Liabilities to be Grouped 
Current liabilities will be grouped in rotation, taking for 
example— 

(a) Accounts Payable—Consideration will be given to the 
desirable breakdown. This may be on the following 
lines : 

Assume A/c. 18 has been allotted as the control A/c. 
The sub-accounts can be expressed as— 

18A Due for payment—audited. 

18B Due for payment—unaudited. 

18C Unclaimed wages. 

18D Due for payment—affiliated branches. 

18E Liability of consignment stock. 

Now, if further division of these is considered desirable, 
the numerical indicator can be brought into use, as— 
18E1 Liability on consignment stock—Radios. 
18E2 Liability on consignment stock—Washing 
Machines. 

18E3 Liability on consignment stock—Refrigerators. 

and so on 
Due regard must, as previously mentioned, be given to 
the type of business and trading. 

Accrued Liabilities—These must be provided for in 
detail. Assume A/c. 20 has been allowed as control 
divisions can then be made on the following lines: 


20A Local Taxes. 
20C Payrolls—Office. 
20C1 Payrolls—Factory. 
20J Insurance. 

(c) Reserves for Depreciation and Amortization—These 
are to record the provisions made at depreciation rates 
on fixed assets. One reserve should appear for each 
type of asset depreciated. 

Insofar as the identification symbols on sub-accounts 
are concerned, they should follow those allotted to the 
corresponding asset account. For example— 

If asset account is expressed as 
1A.69 Furniture and Fixtures—Office 
the corresponding reserve should be, say 
22A.69 Reserve for Depreciation on Furniture and 


Fixtures—Office. 
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(d) Reserves—Sundry.—Provision should be made for all 
types of sundry reserves which it may be necessary to 
make. These may be— 

1. Bad Debts. 
2. Inventory Losses. 
3. Against Surplus and Obsolescence in Stock 
4. Income Taxes. 
(e) Capital Accounts. 
(f{) Dividents Payable.— Ordinary. 
Preference. 

(g) Profit and Loss Account. 

(h) Surplus Account. 

These would need to be provided for and would be covered by 
controls, as previously explained. 


Importance of Co-ordinating With Routine 

The importance of adequate breakdown of liability and asset 
accounts, and particularly as regards accrued liabilities. prepaid, 
or other accounts, the values of which form the basis of relief to 
cost accounts, cannot be overstressed, as the more readily available 
these figures are, so will the trading results be correspondingly 
advanced in presentation. 

The above is a general outline, and gives some idea of the basis 
on which accounts can be identified and the factors which need 
consideration when handling the divisions of various controls. 


Division of Revenue and Cost Accounts 

1. Controls Incorporated in General Ledger.—Controls only 
will be maintained in the general ledger, a sub-ledger being 
operated on the same basis as receivables and payables ledgers. 
This sub-ledger will give such detailed breakdown of sales and 
cost of sales over the types of products marketed as required. 

2. Breakdown of Controls Maintained in Sub-ledger.—This is 
operated on the same basis as payables or receivables sub-ledger, 
a different series of numbers being allotted. 

3. Set-up of Controls —General principle of numerical number 
as main account indicator, i.e., the available number of our series 
1-35, will be used and allotted to the control. 

In dealing with this aspect. please understand that reference to 
controls includes both sales and cost of sales. 

Consideration is necessary as to the most suitable method of 
presentation, dependent on the type of business and how adminis- 
tered. 

Controls may be established— 

A. By State, or branches in States. 

B. By departments. 

C. By product, type or other suitable grouping. 
D. By affiliated and outside. 
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By way of illustration— 


Account 23 is the account number allotted to sales and cost of 
sales accounts in General Motors-Holden’s classification. 


Sales are expressed as 23A 
Cost of sales as 23B 
Breakdown of sales controls are as follows— 
23A1 Sales of Cars. 
23A2 Sales of Parts. 
23A3 Sundry Sales. 
To correspond, cost controls are expressed as— 
23B1 Cost of Sales—Cars. 
23B2 Cost of Sales—Parts, and so on. 
A similar overall grouping can be applied to any type of business. 
The necessity of keeping affiliated sales distinct from outside has 
been mentioned previously. 
Now dealing with— 


Sub-ledger of Sales and Cost of Sales 
Necessity of Comprehensive Breakdown 

This must be consistent with the need of comparative values. 
That is to say, so that increases or decreases in sales and cost 
trends will, by product locations or other groupings, be readily 
followed. 


Separate series of numbers for Sub-Ledger 

As previously mentioned, a separate numerical sequence can be 
used for this breakdown. Accounts 1500-1600 could be taken and 
the desired breakdown used after considering the factor of trends 
and individual responsibilities of executives. 


Segregation of Cost Adjustments 
Where standard cost system is used, it is necessary to provide 
for cost variations. These can be covered under this heading, 
which can be made as extensive as required. 
Factors which might arise are— 
(a) Excess labour. 
(b) Purchase price variances. 
(c) Excess usages of materials. 
(d) Cash discount on purchases. 
Divisions can be made as required to express closer identification 
with the source of loss or gain. 
Further comment on revenue and cost accounts will be made 
when mentioning G.M.-Holden’s classification. 


Division of Expense Accounts 
Division between Commercial and Manufacturing Expense 
Firstly provision must be made for the recording of— 





~~. im -— sew 


d 


cal 
ex 
ma 
the 
mo 
per 


Ine 


for 
as | 


ing 


= assi 


aga 
Ger 


gen 
For 





1940 THE AUSTRALIAN ACCOUNTANT 383 


(a) Expenses referring to the manufacturing operation. 
(b) Expenses incurred in administering the affairs of the 
company. These can be classed as— 
i. Administration. 
ii. Selling—including Advertising. 
iti. Service. 
Manufacturing expenses are transferred back to cost of sales by 
means of a pre-determined burden rate, whilst administration 
expenses appears as a deduction from gross profit. 


Provision for Controls and Sub-Ledgers 

It is, therefore, necessary to provide for controls in the general 
ledger for these accounts, the controls being supported by a 
detailed sub-ledger. 


Treatment and Principles 
Whether considering manufacturing or administration expense, 

the treatment and principles are in each case largely the same. 

These can be summarised as follows: 
Controls to be established covering each type of expense. 
Sub-ledgers to be broken down over States or branches. 
Departmental expense to be further divided into appro- 
priate expense accounts. 
The allotment of expense accounts to be consistent with 
individual responsibility. 
Expenses of a similar nature in each commercial expense 
account to be allotted the same sub-account number. This 
assists in obtaining consistent classification, and also con- 
solidation of total operating expenses by accounts. 


Redistribution of General Expenses 

This refers to expenses which are of such a nature that they 
cannot be readily identified with any particular departmental 
expense, such as certain items of stationery. Provision can be 
made under this section of expense for a pro-rata account in which 
the total month’s expense of this nature is accumulated, and at the 
month end redistributed back over controls on a pre-determined 
percentage basis. 


Indication of Non-controllable Items 

Non-controllable items of expense are those which could not be 
foreseen, but which nevertheless have to be absorbed. Each item 
as it does occur can be marked “N/C” or by any other distinguish- 
ing mark, and posted as such to the sub-account. This materially 
assists in accounting for violent fluctuations as between months and 
against estimates. 
General Grouping of Sub-Accounts 

Accounts of a similar nature should be in groups, so that a 
general consolidation of expense will reveal totals of each type. 
For example: 
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Various salaries and wages accounts will follow each other as 

in sequence so that a sub-total of total salaries and wages is er 
available. at 


Accounts for insurance, taxes, depreciation, amortization, 
rents, will give totals for fixed charges and so on. 








m 
Miscellaneous Accounts Y 
No matter how comprehensive a classification may be, invariably a 
some expense will crop up which has not been provided for. This M 
can be charged to a sundry account, but it is advisable to have a ' 
monthly analysis supporting this, as there is the possibility of such 
an account being used as a burial ground. R 
It is suggested that the incorporation of the features briefly : 
enumerated before will enable comparable statements to be pre- : 
pared which will aid management in making comparison and in m 
control of expense trends. ad 
an 
General Requirements Sy 
1. The Classification Must Be Flexible. fr 
By this it is meant that controls and sub-accounts must permit 
of easy extension without a general revision of the main basis. If su 
constant changes are made, the comparative values of accounts as pr 
between years is destroyed, or it is necessary to make many ad- ea 
justments to accounts before comparison can be made. me 
2. It must be planned having regard to the presentation of 
vital financial information to the management. th: 
3. Comparative value must be incorporated both within the 
financial accounts and against budgets if operated. Ac 
4. Planning must be in accordance with the processes of manu- 
facture and administration. , N. 
5. It must be designed to produce results quickly. p ac 
6. Due regard must be given to routine of month-end balancing § sic 
providing required control against which various sub-ledgers can § fin 
be independently balanced by a series of independent clerks. : Ry 
cf 
Tue Benerits To Be Derivep . 
These, to a large extent, are represented by the comments made | As 
previously under the heading of general requirements, on planning. = 
They can, however, be summarised as: | 
Consolidation of statements becomes a matter of form. ee 
Enables more planning to be instilled into office routine. rm 


OOp> 


Ledgers are balanced more quickly. 
Vital assistance is rendered to management in particular 
as regards— 

Costs of production. 

Sales trends. 

Expense costs. 

Inventory turnover. 

Credit fluctuation. 

Depreciation, etc. 
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as between States, branches and departments, enabling praise or 
criticism to be administered, together with such action as required, 
at the time of the event, not afterwards. 

The foregoing comments cover in a general way what have been 
my thoughts on the subject—principles of accounting classification. 
You will appreciate that it has not been possible completely to 
review a complete classification in detail, but if time permits we 
can consider various aspects of the classification of General 
Motors-Holden’s Ltd. 


RESUME OF GENERAL Motors-HoLpEN’s CLASSIFICATION 
Brief Description of Activities 

General Motors-Holden’s Ltd. has manufacturing car divisions 
in all States excepting Tasmania, handling car production. In 
addition, there is the body manufacturing unit in South Australia, 
and two body service branches, one in Melbourne and the other in 
Sydney, whilst spare parts are distributed throughout Australia 
from the company of National Automotive Service Co. 

It will readily be appreciated that the classification to handle 
such extensive and widespread operations would need to be com- 
prehensive, and this will be further appreciated when I say that 
each month trading results are available by the 10th of the next 
month, covering all operations. 

Furthermore, the year-end balance represents no more difficulty 
than that carried out monthly. 


Accounting Combination of Centralised and Decentralised Controls 
By this, it is meant that in the case of car division branches and 
NASCO, the phases of trading, together with assets and liabilities 
accounts are reflected through head office accounts, whilst body divi- 
sion operations maintain separate sets of books, merely forwarding 
financial statements for consolidation in head office statements. 


Breakdown of Controls 

General Ledger.—The numbers allotted for control cover 1-35. 
Assets controls use 1-12; the remaining are used on liability 
accounts. 


General Asset Sub-division—Account 1A—real estate, plant 
and equipment. 
Numbers 50 to 74 are reserved for sub-headings. Thus we 
have: 
1A 50 Land. 
1A 51 Land Improvements. 
1A 52 Land Leaseholds and Improvements. 
1A 53 Buildings. 
1A 54 Machinery and Equipment. 
1A 66 Permanent Tools. 
1A 67 Perishable Tools. 
1A 69 Furniture and Fixtures. 
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1A 70 Surplus and Idle Plant and Equipment. 

1A 74/1 Uncompleted Approved Appropriations. 

1A 74/2 Completed Construction on Approved Appropria- 
tions. 


Detail Items of Interest in Account 1A 


A. Indicate general breakdown of sub-accounts. Can be made 
further by use of alphabetical indicators. 
B. Detail of all plant and equipment kept on plant records, 
giving Date purchased 
Where purchased 
Depreciation rate 
Other necessary information. 


C. Operation of 1A.74/1 and /2. 
Account 1B Goodwill, patents, etc. 
Account 1C Investments in other companies. 


Account 2A—Inventories Control 


Numbers 75 to 94 used for sub-controls. 
Provision under this section for breakdown on inventories such 
as— 
2A/75C Local Supply—Bill of Material. 
2A/77A Expense Materials. 
2A/79B Local Materials in Transit. 
2A/80A Material in Process. 
80B Labor in Process. 
80C Burden in Process. 
The above are sufficient to indicate in a general way how the 
breakdown is made. 
These are kept by locations. 


Account 2B—Consigned Stock 


Numbers 95 to 99 used for sub-controls. Operated on similar 
lines as 2A above. 


4 Accounts—Branch Investments Account 


Maintained for each location which operates its own ledgers. 
When consolidation takes place, net difference between liabilities 
and assets is reported on branch statement as head office account 
and is offset by this account, which is 16, or head office account in 
branch books. 


5 Accounts—Notes Receivable 


6 Accounts—Accounts Receivable 


6B Finished Product—Open Account. 
6C Sundry C.O.D. 

6D Sundry Open A/c. 

6F Divisions and Allied Companies. 
6H Claims. 
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6J Advances on Expenses. 
6K Deposits Returnable. 
6L Employees Accounts. 
6M Doubtful Accounts. 


and so on. 
7 Accounts—Marketable Securities 


8 Accounts—Cash 


8A Cash in Banks. 

8B Petty Cash Fund. 

8C Payroll Bank Account. 
8D Cash in Transit. 

8F Undeposited Cash. 


Account 9.—Accrued Accounts Receivable 


Account 10.—Prepaid Expenses—Deferred Charges 
Detail account— 


10A Local Taxes. 

10B Insurance—all kinds. 
10C Rents. 

10W Sundry. 


Further breakdown may be done by extension of numerical 
indicator, if desirable. For example— 


10A1 Taxes—Municipal. 
10A2 Taxes—Board of Works. 


and so on. 


Account 12—Manufacturing Expense 
Sub-account ledger from 100-999. 


Account 12A—Manufacturing Expense Absorbed 


Note: 

A. Method of absorption through account 80C. 

B. Over- or under-absorbed reported as deduction or increase 
from general profit and loss account. 


C. Grouping of sub-accounts— 
Salaries and Wages—Production Dept. 
Salaries and Wages—Supply Dept. 
Salaries and Wages—Maintenance Dept. 


100 A/cs. Total Salaries and Wages. 
200 A/cs. Processing Supplies. 
Coal, Coke, Gas. 
Other Supplies. 
Total Supplies. 
300 A/cs. Tools. 
Total Tools 
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400 A/cs. Electricity. 
Water. 
Heat. 
Total Utilities. 
500 A/cs. Maintenance Materials. 
Total 
600 A/cs. Unprovided for Depreciation. 
Total 
700 A/cs. Sundry Losses—Material. 
Scrapped Material—Obsolete. 
Scrapped Material—Surplus. 
Shortages other than at Inventory taking. 
Lost Materials. 
Total. 
800 A/cs. Insurance. 
Taxes. 
Depreciation—Amortization. 
Rents. 
Total Fixed Charges. 
900 A/cs. Travelling Expenses. 
Telephone. 
Telegraphs and Cables. 
Plant Rearrangement. 
General Welfare. 
Redistribution of Expenses. 


Account 15—Notes Payable 
No comment necessary other than to state that separate bills 
payable ledger can be mairitained for all notes issued through the 


— a sodas 
Actual practice is merely transfer of a liability from accounts 


payable. 


Account 16—Head Office Accounts 

This is the corresponding account to Account 4—branch invest- 
ments—maintained in head office books. 

Both accounts should reconcile, then when consolidation of 
financial statement takes place, asset and liability accounts value in 
branches are reflected as such in head office books. 

These are maintained by locations operating own books of 


account. 


Account 17—Accounts Payable 
Divisions and Allied Companies 


Account 18—Accounts Payable—Sundry 
Refers to normal term purchases from outside companies. 
Divided between— 
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Account 18A—Audited Vouchers 
Consisting of all accounts passed in favour of outside suppliers. 


18B—Unaudited Vouchers 


This is used for setting-up liabilities on outside purchases, the 
invoices for which have not been received, or if received, have not 
been passed for payment. The true liability is, therefore, recorded 
through the books and appropriate expense or inventory accounts 
charged, so that the operating profit reported for the month is 
accurate. 

A reversal entry is made at the beginning of each month. 

Sub-ledgers by suppliers are kept. 


18C—Unclaimed Wages 


The responsibility exists of payment of these amounts to the 
Treasurer of the State. The item should be, therefore, covered 
specifically. 


20 Accounts—Accrued Liabilities Not Due 


20A Taxes. 
20C1 Payrolls Factory. 
7: =» Gan 


20D Deposits by Dealers. 
20J Insurance. 

20L_ Rents. 

20W Sundry. 

In all cases, these accounts are not broken down over States, 
but the same objective is achieved by extension of the general 
ledger to provide for adequate detail of each expense which is 
easily identified with the State concerned. 

Standard journal vouchers are in use, so that these set-ups can 
be made throughout the month, relieving month-end pressure. 


22 Account—Reserves 
Broken down to correspond with division of fixed assets. 
Here also standard journal vouchers are in use. Divisions of 
equipment are maintained on property record cards, so that correct 
allocations of charges are made. 
Comprehensive range is also in existence on such items as— 
Reserve for Inventory Losses. 
» » Surplus and Obsolete Inventories. 
» » Bad Debts. 
~ « mae 


Account 23—Operating Income 
Divided between A/c. 23A—Net Sales 

Controlling account showing net sales over principal products— 
Parts. 
Cars. 
Sundry. 
Frigidaire. 
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Further divided between outside sales and affiliated. 

Further breakdown over car line, product line, is maintained 
in separate revenue ledger by States. 

Sub-account numbers allotted are from 1500-1599. 


Account 23B—Factory Cost of Sales 

This account is maintained over the principal products in 
identical classification of sales. 

Costs are also maintained in revenue ledger over the detail 
breakdown, also in identical sales division. 

Factory profits, therefore, are available by car line, product 
line and by States. 


Account 24—Factory Cost Adjustments 
Divided over— 

24A Sales of Scrap. 

24B Discounts on Purchases. 

24C Purchase Price Adjustments. 
i.e., variances between standard purchase price as used 
on bills of material and actual purchase price. 

24F Provision for Inventory Adjustments, etc. 


Account 25—Commercial Expense 
Divided between— 


25A Administration. 
25B Selling. 
25D Advertising. 
25F Frigidaire. 
25G Parts. 
25H _ Service. 
Maintained by States. 
Sub-ledger series in use. Accounts 2100 to 2999. 


Sub-accounts divided between— 
2100-2199 Salaries and Wages Accounts. 
2200-2299 Product Expense. 
2300-2399 Service Warranty Expense. 
2400-2499 Supplies. 
2500-2599 Advertising. 
2700-2799 Sundry Miscellaneous. 
2800-2899 Depreciation unprovided for. 
2900-2999 Fixed Charges. 


Note— 
A. Separate warranty series maintained—2600-2699 for further 
division of warranty charges. 
B. 2700-2799 includes such items as travelling and entertaining, 
postage, telegraph. 
C. Accounts common to each type of commercial expense are 
given the same sub-account. 
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26 Accounts—Sundry Deductions from Operating Income 


26A Unabsorbed Burden. 

26B Fixed Charges on Surplus and Idle Plant and 
Equipment. 

26C Loss or Gain on Disposal of Land, Land Improvements 
and Buildings. 


27 Accounts—Other Income 
To provide for income from non-operating sources. 
27A Interest on Bank Balances. 
27C_ Rentals. 
27E Dividends from Investments. 
Account 29—Profit and Loss Account 
Into which is transferred all revenue and cost accounts. 


Account 30—Dividends Accrued 
30A Preferential. 
30B Ordinary. 
Account 31—Capital A/c. 
Divided over preference and ordinary. 


Account 33—Surplus 


33A Available for Dividend. 
33B Not Available for Dividends. 





Articles in Overseas Journals 


The Accountant 

September 16, 1939: Leading Article on The War and the 
Profession. The Audit of Machine-Written Accounting 
Records—IV, by A. W. A. Howell. Summary of Evidence 
in The McKesson and Robbins Case—VII. 

September 23, 1939: Leading Article on Liability for War 
Damage. German State Finance on the Eve of the War—I, 
by Dr. T. Plaut. The Audit of Machine Written Accounting 
Records—V, by A. W. A. Howell. 

September 30, 1939: German State Finance on the Eve of the 
War—II, by Dr. T. Plaut. The Audit of Machine-Written 
Accounting Records—VI, by A. W. A. Howell. 

October 7, 1939: Accountants and the Budget. The Audit of 
Machine-Written Accounting Records—VII, by A. W. A. 
Howell. 

October 14, 1939: Leading Article on Profiteering. The Control 
of Capital Issues, being an extract of the Defence (Finance) 
Regulations of September 3, 1939. 








390 THE AUSTRALIAN ACCOUNTANT JAN. 


Further divided between outside sales and affiliated. 

Further breakdown over car line, product line, is maintained 
in separate revenue ledger by States. 

Sub-account numbers allotted are from 1500-1599. 


Account 23B—Factory Cost of Sales 

This account is maintained over the principal products in 
identical classification of sales. 

Costs are also maintained in revenue ledger over the detail 
breakdown, also in identical sales division. 

Factory profits, therefore, are available by car line, product 
line and by States. 


Account 24—Factory Cost Adjustments 
Divided over— 

24A Sales of Scrap. 

24B Discounts on Purchases. 

24C Purchase Price Adjustments. 
i.e., variances between standard purchase price as used 
on bills of material and actual purchase price. 

24F Provision for Inventory Adjustments, etc. 


Account 25—Commercial Expense 


Divided between— 
25A Administration. 
25B Selling. 
25D Advertising. 
25F Frigidaire. 
25G Parts. 
25H _ Service. 

Maintained by States. 
Sub-ledger series in use. Accounts 2100 to 2999. 


Sub-accounts divided between— 
2100-2199 Salaries and Wages Accounts. 
2200-2299 Product Expense. 
2300-2399 Service Warranty Expense. 
2400-2499 Supplies. 
2500-2599 Advertising. 
2700-2799 Sundry Miscellaneous. 
2800-2899 Depreciation unprovided for. 
2900-2999 Fixed Charges. 


Note— 
A. Separate warranty series maintained—2600-2699 for further 
division of warranty charges. 
B. 2700-2799 includes such items as travelling and entertaining, 
postage, telegraph. 
C. Accounts common to each type of commercial expense are 
given the same sub-account. 
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26 Accounts—Sundry Deductions from Operating Income 
26A Unabsorbed Burden. 
26B Fixed Charges on Surplus and Idle Plant and 
Equipment. 
26C Loss or Gain on Disposal of Land, Land Improvements 
and Buildings. 
27 Accounts—Other Income 
To provide for income from non-operating sources. 
27A Interest on Bank Balances. 
27C Rentals. 
27E Dividends from Investments. 
Account 29—Profit and Loss Account 
Into which is transferred all revenue and cost accounts. 


Account 30—Dividends Accrued 
30A Preferential. 
30B Ordinary. 


Account 31—Capital A/c. 
Divided over preference and ordinary. 


Account 33—Surplus 


33A Available for Dividend. 
33B Not Available for Dividends. 





Articles in Overseas Journals 


The Accountant 


September 16, 1939: Leading Article on The War and the 
Profession. The Audit of Machine-Written Accounting 
Records—IV, by A. W. A. Howell. Summary of Evidence 
in The McKesson and Robbins Case—VII. 


September 23, 1939: Leading Article on Liability for War 
Damage. German State Finance on the Eve of the War—I, 
by Dr. T. Plaut. The Audit of Machine Written Accounting 
Records—V, by A. W. A. Howell. 

September 30, 1939: German State Finance on the Eve of the 
War—II, by Dr. T. Plaut. The Audit of Machine-Written 
Accounting Records—VI, by A. W. A. Howell. 

October 7, 1939: Accountants and the Budget. The Audit of 
Machine-Written Accounting Records—VII, by A. W. A. 
Howell. 

October 14, 1939: Leading Article on Profiteering. The Control 

of Capital Issues, being an extract of the Defence (Finance) 

Regulations of September 3, 1939. 
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October 21, 1939: Freedom and Democracy, by Professor J. H. 
Jones. Liability under Accountant’s Indemnity Policy. 

October 28, 1939: Leading Article on Alternate Directors. The 
Execution of Trusts (Emergency Provisions) Act. Accoun- 
tants and the Law of Negligence—I, by W. Summerfield. 

November 4, 1939: Leading Article on Government Control and 
the Accountancy Profession. German and Economic En- 
durance, by Professor J. H. Jones. The Accountant and the 
Individual, by W. H. Fox. 

November 11, 1939: Leading Article on The Valuation of 
Stocks. Accountants and the Law of Negligence—II, by W. 
Summerfield. Some Questions of Cost Accounting, Theory 
and Practice, by Professor T. H. Sanders. 

November 18, 1939: Leading Article on The War and Con- 
tracts. War Loans and the Rate of Interest, by Professor 
J. H. Jones. The Relation of the Auditor to the Office 
Organisation of a Commercial Concern, by J. J. Elsden. 


Accountancy 
October, 1939: The Rationale of Double-Entry—II, by R. S. 
Edwards. 
November, 1939: The Excess Profits Tax. 


The Certified Accountants Journal 
September, 1939: The Economics of the Totalitarian States, by 
H. A. Silverman. Some Vagaries in Connection with 
Company Meetings, by A. Crew. 
October, 1939: Financial Measures, 1914 and 1939, by H. A. 
Silverman. Raw Materials and Colonies, by Professor F. T. 
Lloyd Dodd. 


The Journal of Accountancy 
October, 1939: Depreciation for Electric, Water and Gas 
Utilities, by W. Rattray. An Accountant’s Responsibilities 
to Client, Profession and Public, by F. A. Shallenherger. 
November, 1939: Accounting for Investors, by J. N. Frank. 
The Public Accountant and the Budget, by H. O. Boord. 
Financial Aspects of Depreciation, by E. A. Saliers. Purchase 
Discounts, by M. J. Barloon. 
December, 1939: Competitive Bidding for Audit Engagements. 
Inventories and Taxes, by E. A. Kracke. 
The Canadian Chartered Accountant 
October, 1939: Some Problems of the Practising Accountant, by 
G. R. Freeman. 
The Cost Accountant 
October, 1939: The Use of Costing in Financial Control and 
Economy, by J. W. Drury. Mechanised Stores Accounting, 
by J. E. Vincent. 
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H. Deeds of Arrangement under the 
he Bankruptcy Act 
n- By A. J. R. PARSONS, F.I.C.A. 
(A Lecture to the Commonwealth Institute Students’ Society 

nd N.S.W. Division) 
n- ntiipiientiomnds 
he The subject of Deeds of Arrangement is a troublesome one 

owing principally to the fact that to date the text books available 
of give very little help, and also to the fact that the Bankruptcy Act 
WV. provides two distinct methods, namely, Parts XI and XII, of 
TY § administering a debtor’s affairs under Schemes of Arrangement. 


| This causes confusion, not only to the student, but also to the 
m- | practising man. 

: After reading Parts XI and XII, a student is liable to run away 
ice =) swith the idea that he knows all about Deeds of Arrangement, but 
that is far from the actual position. In order to understand these 
two Parts, you must have a complete knowledge of the Bankruptcy 
- Act as a whole, because the other clauses in the Act are to a very 

large extent incorporated in Parts XI and XII. 
There are 15 Parts in the Act, but they can be divided into three 
main Parts, namely, Bankruptcy Proper, Part XI, which deals 
with compositions and assignments, and Part XII, which deals 
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by with deeds of arrangement. 

ith Prior to the Act coming into force in 1928, all deeds of arrange- 
ment such as assignments, compositions and extensions of time, 

A. || Were administered under Common Law. There was no particular 

T. | Act dealing with schemes of this nature. You could get a debtor 


to execute any document you liked and the only thing necessary 
was to have it registered within thirty days in order that the deed 


rsd 









received the necessary protection should the estate subsequently 
jas || be made bankrupt. 
ies Trustees were appointed by the deed, who were usually the two 
» or three largest creditors, and they in turn appointed an accountant 
it ) to administer the estate. So far as the trustees and the accountant 
~ » were concerned, there was no supervision by the bankruptcy ad- 
ase ' ministration or the court; no accounts had to be filed, and it was 
not necessary to obtain permission to do this, that or the other 
thing. 
its. § When efforts were being made to obtain a Federal Bankruptcy 
Act, it was decided to incorporate Deeds of Arrangement in that 
Act. 
by @ Several interstate conferences were held at which it was found 
) that Queensland, New South Wales and Victorian representatives 
could not see eye to eye with the representatives from South Aus- 
tralia and Western Australia. Prior to that time South Australia 
and and Western Australia administered estates similarly to the pro- 
ng; cedure you will now find in Part XI. When it was found impossible 






to reconcile the views of the various States, it was decided as a 
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compromise to ask the Government to incorporate both methods of 
administering a debtor’s affairs in the Act, and these alternative 
methods are contained in Parts XI and XII. 

Part XI is being used to-day almost exclusively in South Aus- 
tralia and Western Australia, but in Queensland, New South Wales 
and Victoria, I believe practically no estates are being administered 
under Part XI. If you will bear this in mind, it will assist you, 
I think, in understanding why these two Parts are in the Act. 

The Bankruptcy Act is not an easy Act to master. It contains 
223 Sections, and there are some 400 Rules and 193 forms. In 
1932, 69 amendments were made to the Act, and 80 other amend- 
ments have been added since. There have been issued 10 volumes 
of judgments given to clarify the Act. 

I propose to deal to-night mainly with Part XII, because so far 
as New South Wales is concerned, Part XI will not interest you 
very much, but it will be necessary to refer in passing to Part XI, 
in case some questions on this Part may be asked in the examina- 
tions. 

Under Section 157, which is contained in Part XI, a meeting of 
creditors must be called by the debtor or his solicitor. Under 
Part XII, a meeting may be called by the debtor or anyone 
authorised by him. Section 158 provides a method of switching 
over from Part XI to Part XII if necessary and a similar Section 
in Part XII enables you to switch over to Part XI. 

Under Part XI, Section 161, the creditors, by an extraordinary 
resolution, may resolve to accept a composition or a proposal for a 
scheme of arrangement, but that resolution is not binding unless 
confirmed by an extraordinary resolution at a subsequent meeting, 
which meeting must be held not less than seven days nor more than 
14 days after the first meeting. The chairman must sign a certifi- 
cate to the effect that the resolution was passed by the necessary 
majority of creditors, and such certificate must be filed with the 
court, then any creditor may, within 14 days, apply for a variation 
of the scheme and the court has the power to ratify or reject the 
scheme. This particular Section is used very much in South Aus- 
tralia and Western Australia, but in the other States we do not 
make a scheme by resolution; it is always done by deed. 

Section 162 deals with Deeds of Assignment. Here again the 
procedure differs considerably from the method adopted under 
Part XII 

Under Section 162, creditors may, by special resolution, call on 
the debtor to sign a Deed of Assignment. The chairman gives the 
necessary certificate, which is filed with the court; the notice of 
the filing of this certificate is to be gazetted. The chairman may, 
if he so desires, sign a warrant authorising the seizure of the 
debtor’s assets, and the debtor must, within seven days, sign the 
Deed. In New South Wales we find that this procedure is too 
cumbersome to carry out in practice. 

Under Part XII, a debtor is asked to sign a Deed of Assignment 
without giving him the seven days’ notice referred to in Section 
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162. I am afraid in many cases it would act to the detriment of 
creditors if a debtor were given seven days in which to execute 
the Deed. 

Under Part X1, immediately a debtor signs a Deed of Assign- 
ment, and creditors accept the Deed, he automatically receives his 
release. Under Part XII, a debtor need not receive his release 
until a separate instrument of release is given by the trustees. Per- 
sonally, 1 think this is essential, as it is only after a trustee has 
made his investigation into the debtor’s affairs that it is found 
whether any misdemeanour has been committed by the debtor 
which would influence creditors in deciding whether the debtor 
should be released or not. 

Again, under Part XI, Section 166, all persons bound by the 
Deed are subject to the jurisdiction of the court and liable to all 
the provisions of the Act in the same way as if a sequestration 
order had been made. 

I have now given you a broad outline of Part XI. 

To make the matter quite clear, I would like to impress upon 
you again that there are two methods of dealing with a debtor’s 
estate under this Part. Firstly, the scheme of arrangement may 
be given effect to by an extraordinary resolution of creditors, 
which resolution has to be confirmed by a subsequent meeting; 
and secondly, by the debtor executing a Deed of Assignment, the 
debtor being given seven days in which to complete the Deed. 

I propose now to deal with Part XII. 

When this Part was originally drafted it was thought the way 
was open for a debtor to make any reasonable arrangement with 
his creditors and, provided there was nothing illegal in the scheme, 
that no objection would be taken by the bankruptcy administration 
or the court to the document executed to give effect to the scheme. 
Unfortunately, this idea has been gradually whittled away by 
various judgments which have been given from time to time, and 
it has now been found that to-day creditors have very little 
authority to dictate what arrangement should be made to administer 
a debtor’s estate. The trustees are bound hand and foot by the 
provisions of the Act supported by the judgments referred to. 
The position has become so acute in many directions that repre- 
sentations are now being made to the Government to repeal Part 
XII and to enact a separate Deeds of Arrangement Act. A draft 
Deeds of Arrangement Act is now before the Federal Attorney- 
General, and it is hoped to have it passed by Parliament at an 
early date. It has been recommended to the Attorney-General 
that Part XI be allowed to remain in the Act, and, if the suggestion 
is given effect to, it will mean creditors will have three alternative 
methods of dealing with a debtor’s affairs, namely, Bankruptcy, 
Schemes of Arrangement and Assignments under Part XI of 
the Bankruptcy Act and Deeds of Arrangement under the Deeds 
of Arrangement Act. 

So far as Part XII is concerned, the creditors bound by the 
Deed are those who assent to it in writing or who take benefits 
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under the Deed. It has been decided by the court that the fact 
of a creditor filing his proof of debt is sufficient to bind him under 
the Deed. 

The next question I would like to deal with is the class of 
instruments covered by Part XII, and I think it advisable to 
read in full Section 190, which clearly sets out the position— 

(2) A Deed of Arrangement to which this Part applies shall include any 
instrument of the classes mentioned in the next succeeding sub-section 
whether under seal or not— 

(a) made by, for or in respect of the affairs of a debtor for the 
benefit of his creditors generally ; 

(b) made by, for or in respect of the affairs of a debtor who was 
insolvent at the time of the execution of the instrument for the 
benefit of any three or more of his creditors. 

(3) The classes of instrument referred to in the last preceding sub-section 
are— 

(a) An assignment of property; 

(b) A Deed of or agreement for a composition. 

and in cases where creditors of a debtor obtain any control over his property 
or business— 

(c) a deed of Inspectorship entered into for the purpose of carrying 
on or winding up a business. 

(d) A letter of licence authorising the debtor or any other person to 
manage, carry on, realise, or dispose of a business with a view 
to the payment of debts, 

(e) any agreement or instrument entered into for the purpose of 
carrying on or winding up the debtor’s business, or authorising 
the debtor or any other person to manage, carry on, realise, or 
dispose of the debtor’s business, with a view to the payment 
of his debts. 

(4) For the purpose of determining the number of creditors for whose 
benefit a Deed is made, any two or more joint creditors shall be 
treated as a single creditor. 

If you read this section very carefully you will see that prac- 
tically every arrangement you can think of between the debtor and 
his creditors is covered. Up to about six months ago we thought 
one particular arrangement escaped the definition, namely a Deed 
of Extension. You will notice the Section refers to Assignments, 
Compositions, Deeds of Inspectorship, and other documents 
whereby control is given over a debtor’s affairs, but extensions of 
time are not mentioned. However, legal opinion obtained some 
little while ago makes it clear that Extensions are definitely covered 
as a debtor paying his debts over an extended period really amounts 
to a Composition. 

There is another big departure from the practice in force prior 
to the Federal Bankruptcy Act coming into existence in 1928, 
namely, that every Deed of Assignment must provide for a 
registered trustee to administer the estate. 

Part 8 of the Act sets out very exhaustively the duties of a 
trustee, and, when you go into practice, it will be necessary to 
make yourselves familiar with this particular part because it is 
a most important part of the Act. 

A Deed of Arrangement under Part XII must contain a schedule 
of the assets of the debtor, a schedule of the creditors and a declara- 
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tion by the debtor verifying the contents of the Deed. To make 
a Deed valid and effective it is necessary to register it within 28 
days. When the trustee files the Deed for registration he must 
give a certificate that the requisite majority in number and value 
of the creditors have or have not assented to the Deed. 

I mentioned previously that all creditors who sign the Deed or 
who take benefit under the Deed are bound by the terms of the 
Deed, and I said that the fact of sending in a proof of debt is 
sufficient to bind a creditor. I would like to point out, however, 
that for registration purposes the requisite majority in number 
and value of creditors are those who actually execute the Deed or 
assent thereto in writing. The filing of a proof of debt does not 
constitute consenting to the Deed, for registration purposes. 

Sections 192 and 193 provide for a method of Stay of Pro- 
ceedings. Often upon a debtor signing a Deed of Assignment or 
a Deed of Arrangement, it is found that prior to the execution of 
the Deed certain creditors have issued a summons against the 
debtor and it may be found that one or more have a bailiff in 
possession of the debtor’s assets. These Sections permit the 
trustee or any creditor to apply to the court for a stay of pro- 
ceedings. 

Section 192 (4) (a) provides that, upon a Deed of Assignment 
being signed, all of the assets are transferred to the trustee, but 
any judgment creditor who has issued execution is protected for his 
costs. Judgment, however, has been given whereby it is made 
perfectly clear that a judgment creditor who has issued execution 
prior to the Assignment being executed is entitled to be looked 
upon as a secured creditor. 

Section 192 (5) sets out that a debtor can assign to his trustee 
only those assets that are covered by Section 91. If any particular 
asset is not mentioned in Section 91, such as a life insurance policy, 
the debtor does not assign such asset unless it is specifically men- 
tioned in the Deed and the debtor voluntarily agrees to hand the 
asset over to the trustees. 

Section 197 is a very valuable one for the protection of a 
trustee under a Deed of Arrangement. This Section is commonly 
known as the “show cause” clause. It simply means that, after 
a debtor executes a Deed of Assignment, if one or more of his 
creditors takes proceedings against him to have his estate seques- 
trated, the trustee has the power to go to the court and show cause 
that it is to the advantage of creditors generally that the estate 
should be administered under a Deed of Assignment rather than 
by the Bankruptcy Court. If he can place a good case before the 
court, the judge will, in all probability, refuse to grant a Seques- 
tration Order. 

A section that has caused most of the trouble in administering 
Deeds of Arrangement is Section 199, and I think it will be found 
that most of the judgments given to date in connection with Deeds 
of Arrangement refer to this particular section. Section 199 
reads as follows: 
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The provisions of this Act as to— 


(a) the payment in priority of certain debts; 
(b) the proofs of debt; 
(c) the respective rights of secured and unsecured creditors, and 


(d) the examination of a bankrupt or any other person 
shall apply to every Deed of Arrangement registered under this part as fully 
and effectually as if a sequestration order had been made against the debtor. 

The wording of this particular section has the effect of incor- 
porating practically the whole of Part V of the Act, which refers to 
the control of the debtor and his examination, and Parts VI, VIII 
and XIV, which refer to priorities, proofs of debt, trustees and 
offences respectively. 

So, as I said at the beginning, do not run away with the idea 
that it is a very simple matter to understand Part XII. It is not 
as simple as it looks because the more you go into Parts XI and 
XII the more you will find that to understand or administer Deeds 
of Arrangement, you must have a complete knowledge of the 
whole of the Act. 

When the Bankruptcy Act came into force and before we 
realised fully the effect of Section 199, it was the custom to insert 
in a Deed of Assignment or a Deed of Arrangement several 
clauses, to make the administration of the estate work more 
smoothly. For instance, it used to be the practice to obtain a 
letter from a debtor authorising the trustee to make an investi- 
gation into his affairs. That letter was taken in numerous cases 
where it was thought the debtor had a substantial surplus. After 
the investigation had been completed, however, it was sometimes 
found that the surplus was not so large as was thought or it might 
have been found that there was an actual deficit, and I can assure 
you this often happens in practice. For instance, a wholesale 
merchant in this city always adopts the following plan when a 
debtor consults him about his affairs:—He will ask the debtor 
what are his liabilities and if the debtor states they amount to, say, 
£1,000, and his assets amount to £2,000, the merchant in question 
reverses the figures. I am sorry to say that, after the investigation 
is made, this is usually found to be the case. The debtor generally 
has a higher opinion of the worth of his assets than their true 
value and a happy knack of leaving out quite a lot of his liabilities. 

After the investigation was completed, which might have taken 
two or three weeks, the creditors would ask the debtor to sign a 
Deed of Assignment. During the time the investigation was in 
progress the creditors, in all good faith, mav have supplied the 
debtor with goods, relying on the understanding that should the 
debtor be asked to sign a Deed of Assignment, a clause would be 
placed in the deed to the effect that all goods supplied during the 
investigation would be treated preferentially. This procedure 
went on under the new Act for quite a while, until the cases of 
Maskell v. Richards and J. J. Alam were decided. These judg- 
ments were like throwing a bombshell into the mercantile camp, 
and as a result representations were made to the Government 











1940 THE AUSTRALIAN ACCOUNTANT 399 


asking that urgent legislation be put through to rectify the position. 
As a result of these representations a new Section, which is known 
as Section 84 (1) (j), was added to Section 84. This new 
Section is a most important one and I will read it to you— 

Eighthly, in payment of such preferences, priorities or advantages in 
favour of any creditor or group of creditors as regards any other creditor 
or group of creditors and in payment of such taxed costs, charges and 
expenses incurred in the interests of creditors prior to— 

(i) Sequestration ; 

(ii) The date of any composition or assignment registered under Part XI 

of this Act; 

(iii) Any scheme of arrangement entered into under that Part; or 

(iv) = = of any deed of arrangement registered under Part XII of 

this Act, 
as are passed by an extraordinary resolution of creditors at a general 
meeting, the notice convening which contains a copy of the resolution to 
be submitted. 

Provided that no payments shall be made under this paragraph until 
twenty-eight days after a certificate that the notice convening the meeting 
was duly forwarded to the debtor and to every creditor appearing in the 
statement of affairs or debtor’s affidavit has been filed in the Court together 
with a copy of such resolution. Before the expiration of that period of 
twenty-eight days the bankrupt or debtor or any creditor or the Registrar 
may apply to the Court to reverse or vary the decision of the creditors and 
the Court may make such order as it thinks fit. 

In practice this clause means that, if creditors supply a debtor 
with goods or services between the date of the investigation and 
the date of the Deed of Assignment, or, as it sometimes happens, 
creditors incur certain legal costs immediately prior to the assign- 
ment, in order that these goods or legal expenses may be treated 
as: preferential claims in the estate, it is necessary for creditors to 
pass a resolution under Section 84 (1) (j) authorising the Trustee 
to pay in priority such creditors, subject to the other priorities as 
set out in Section 84. After this resolution has been passed the 
Trustee must file a copy of the resolution with the Court, where it 
is to remain for 28 days, and during that time any other creditor 
or creditors can lodge an objection to the resolution. If no objec- 
tion is made, or if an objection is made and not upheld at the end 
of the 28 days, the Trustee may make such payments as referred 
to in the resolution. 

You will find later on, if ever you go into practice, that this 
particular section will be used quite a lot in order to give effect to 
various schemes between debtors and creditors. 

After the judgments referred to above were given it was also 
found that another difficulty arose. Where a debtor signed a Deed 
of Inspectorship and the business was carried on for, say, two or 
three years, and it was then found necessary to wind the business 
up either by obtaining the debtor’s signature to a Deed of Assign- 
ment or having his estate sequestrated and at the date of the Deed 
of Assignment or Bankruptcy there was possibly £2,000 or £3,000 
worth of accounts outstanding, it meant that the creditors who 
supplied the goods were left out in the cold as far as obtaining 
preferences for these goods were concerned. 
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In order to get over this difficulty another important amendment 
to the Act was made, which is known as Section 88 (a), and I 
now propose to read this Section to you— 

(1) Where any administration is followed by any subsequent administra- 
tion any lawful expense properly and reasonably incurred by any 
trustee and any lawful bona fide commitments of any trustee or 
debtor under the prior administration and such proportionate part of 
the remuneration of the trustee as the Court directs shall be allowed 
or paid pari passu by the trustee under the subsequent administration 
so far as the assets which pass to such last mentioned trustee will 
permit as a first charge thereon and, in the event of there being two 
or more previous administrations, the expenses and remuneration of 
an antecedent administration shall have priority over any administra- 
tion subsequent thereto. 

(2) Any payment made or to be made in or under any administration 
which came into force prior to the commencement of this section 
shall, subject to any order which may have been made by the Court 
in any case prior to the commencement of this section, be deemed to 
have been as validly made as if sub-section (1) of this section had 
been in force at the time of the antecedent administration coming into 
force and as regards payments made prior to the commencement of 
this section irrespective of whether such payment was made by the 
trustee or the debtor under the first or only administration or by the 
trustee under the later administration. 

(3) For the purposes of this section “administration” means the adminis- 
tration of the estate of a debtor or bankrupt— 

(a) Under a sequestration order; 
(b) Under any composition, scheme of arrangement or deed of 
ong duly made or entered into under Part XI of this 
ct; or, 
(c) Under any document duly registered under Part XII of this 
t. 


Ac 

Under Part XII a debtor must, within three years of his 
executing a Deed of Arrangement, supply particulars of his 
position, if so desired by the Trustee. This, I think, is a very 
wise provision, although it is not made use of very often. 

In view of the cases mentioned previously, namely Maskell v. 
Richards and J. J. Alam, it is necessary for a Trustee under a 
Deed of Arrangement to adhere strictly to the priorities provided 
for in the Act and it might not be amiss if I refer to some of these 
priorities. 

Section 84, Subsection (1) (e), provides for the payment of 
wages or salary of any clerk, servant, labourer or workman as a 
preferential claim in the estate not exceeding £50 provided the 
debt was incurred within four months prior to the deed being 
executed. A point often missed is that preference does not apply 
if the claim is made by a wife, husband, child, parent, brother or 
sister of the debtor. It is necessary to keep this in mind as in 
practice you will find very often a debtor, when executing a Deed 
of Assignment, states that his wife or child, father or mother, has 
a claim for wages and they demand preferential treatment of their 
claim. 

The next priority which has given some concern is contained 
in the same Section, Subsection (h). which refers to claims by the 
taxation authorities. Under this Section the Commissioner of 
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Taxation is entitled to preferential treatment for one year’s assess- 
ment and he is allowed to decide which year he desires to be 
treated on this basis. If there are, say, three years in arrears, he 
may select the largest year and insist upon being treated as a 
preferential creditor for that particular year. 

Subsection (i) provides that a landlord is entitled to preferential 
treatment for three months’ rent under certain conditions. I think 
it would be just as well to read this subsection— 

Ninthly, in payment to the landlord of the bankrupt of so much rent for a 
period not exceeding three months as was due and payable at the date of 
the sequestration order and in respect of which there was at the date of 
the sequestration order goods on the premises in respect of which rent 
was payable, liable, but for sequestration, to distress for rent. 

In New South Wales to-day, however, a landlord is not entitled 
to any preferential treatment and it is quite the usual thing, when 
you refuse to recognise the landlord’s claim for three months’ rent 
as provided, to receive a letter from him demanding immediate 
settlement. When you inform him that he is not entitled to any 
preference under the Landlord and Tenant Act he will invariably 
inform you that a State Act cannot override a Federal Act. The 
question, however, of a State Act overriding a Federal Act does 
not come into the case. The reason that a landlord cannot claim 
three months’ rent as provided is that a recent amendment 
to the Landlord and Tenant Act takes away from the landlord 
the right to distrain. 

Another matter you have to bear in mind in administering an 
estate under Part XII is that Section 85 also applies. This Section 
lays down that a wife cannot claim against her husband, neither 
can a husband claim against his wife’s estate, until the other 
creditors have received 20/- in the £. 

Part XIV is applicable to Part XII. This particular Part refers 
to offences, but none of us to-day knows exactly how far we can 
use this Section when dealing with a debtor who has executed a 
Deed of Assignment. 

In conclusion, I would like to mention another recent case, 
namely Ridley, reported in 9 A.B.C. at page 242. The deed on 
which this particular judpment was given contained a number of 
clauses which the Judge considered were ultra vires the Act. 

In themselves many of the clauses appeared to be quite in order, 
but it shows that you must be carefu' as to the particular form of 
deed you use in adminiscering a debtor’s affairs under a scheme 
of arrangement; for instance, the Bankruptcy Act says that a 
trustee must open an account with a bank in the name of the 
debtor as may be determined by the creditors and also provides 
that the Trustee’s remuneration shall be decided upon by resolu- 
tion. The particular deed in question contained a clause that the 
bank account should be opened at such bank as might be determined 
by the trustees and another clause fixing the trustee’s remunera- 
tion. There were several other similar clauses which were not 
strictly in accordance with the Act. The deed in question was 
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ultimately declared void and as a result of this judgment it became 
necessary for trustees at once to have new deeds prepared for 
future use in order to comply with all of the requirements of the 
Act. 

When you go into practice I advise you not to touch Parts XI 
and XII without getting proper advice as to the form of deed you 
should use. It does not always do to rely on deeds supplied by 
law stationers, as they may or may not be up to date. 





Statistical Methods as applied to 


Accounting Reports 
By A. A. FitzGERALD 


VII.—Seasonal Variations 

In the article which appeared in the December, 1939, issue of the 
Journal, it was shown that any time series covering a number 
of years contains several distinct kinds of movement, the three 
most important of which are the long term trend, the seasonal 
variations and the cyclical fluctuations. Methods were examined 
by which the influence of long term trend may be measured and 
removed from the series, which would then reflect only the shorter 
term movements. If the series deals with yearly figures only, 
after the removal of the long term trend it will present a picture 
of the cyclical movements. If it deals with figures relating to 
periods shorter than one year, it may be necessary to eliminate 
the effect of the seasonal variations before it becomes representa- 
tive only of the cyclical movements. The methods by which 
seasonal variations may be measured and, if desired, removed 
from the data will now be considered. 


What Are Seasonal Variations? 

The term season is used in statistical methods in a very wide 
sense, as indeed it is in business affairs generally. The Oxford 
Dictionary gives as the meaning of “season,” “the proper time, 
favourable opportunity, time at which something is plentiful or in 
vogue or active.” Thus, it covers not only those divisions of the 
year which are distinguished by natural variations in temperature, 
rainfall and vegetation, but also alternating periods of great 
activity and comparative quiescence arising from social customs 
or which have been artificially created. 

Thus we have not only the spring and autumn seasons, but such 
“seasons” as the holiday season, the summer sale season, the 
fishing season, each of which has a greater or less effect on activity 
within a business according to the susceptibility of the business 
to such influences. But the “favourable opportunities” in 
business may recur not only according to months of the year, but 
also in certain weeks or even days of the year. Familiar instances 
of such variations are to be found in retail stores and in amuse- 
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ments. And even this does not exhaust the possibilities of short 
term variations. The variations may occur more or less regularly 
according to the hours of the day, as in such service industries 
as the supply of electric energy or telephone exchanges. Seasonal 
variations must, therefore, be taken as “movements, frequently 
of a regular periodic type, rising and falling hourly, daily, weekly, 
seasonally, etc., according to the nature of the business’? 

The importance of these seasonal variations differs from business 
to business, but in nearly every business it is important when con- 
sidering results for a limited period or financial position at a given 
moment of time to have regard to the effect of the seasonal varia- 
tions on the data which is under examination. In extreme cases 
indeed, the importance of seasonal variations is so marked as to 
have a vital bearing on fundamental business policies. The 
holding of post-season bargain sales, and varying scales of 
charges for electric energy or telephone calls according to the 
time of the day or night, are cases in point. 

The study of seasonal variations for the purposes of accounting 
reports has the following specific objectives : 


(a) The calculation of an index of the variations as an aid to 
the determination of business policies ; 

(b) The elimination of the effects of the variations from the 
data so that the long-term trend or the cyclical fluctuations 
may be more easily discerned and more closely examined. 


Seasonal Indexes 

It will have been noticed that, in defining seasonal variations, 
reference was made to the fact that they are frequently of a 
regular periodic type. That is to say, that in a given business, 
December may be always the best business month and, say, June 
the worst, or that the rise and fall in the consumption of electric 
energy during a day may follow a characteristic and well-defined 
course. It does not follow, however, that the extent of the 
variations from month to month or from hour to hour is always 
the same amount. Rather, it should be said that the tendency is 
for seasonal movements to evidence themselves as certain pro- 
portional deviations from the average business at the time.2 In 
other words, though the characteristic seasonal movement in a 
business is great activity in December and little activity in June, 
that obviously does not mean that December sales are always, say, 
£2,000 more than June sales. A more nearly accurate expression 
of the characteristic movement would be some such statement, e.g., 
as that December sales tend to be, say, 150% of the average 
monthly sales and that June sales tend to be, say, 75% of the 
average monthly sales. If characteristic values were assigned to 
each month in the year (or to each hour of the day or day of the 
week, as the case may be) in this way we would have a seasonal 
index with which the actual sales for any given month in any year 
could be compared. 

In the absence of such an index, there are pitfalls in the making 


1. H. J. Wheldon: Business Statistics at Statistical Method, p. 143. 
2. Riggleman and Frisbee: Business Statistics, p. 226 
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of comparisons in accounting reports. For example, sales for 
December should generally not be compared with sales for any 
month other than December in another year or years, results for a 
June half-year may be naturally different from results for a 
December half-year; balance sheets as at December 31 may 
naturally differ materially both in amounts and in ratios from 
balance sheets prepared as at any other date, and so on. 


The Monthly Average Method 


The steps in this method as illustrated by the preparation of a 
monthly seasonal index of sales are: 

(i) From the selected period of past years prepare a table 
showing the sales for each month in each year. Ascertain 
the sum of the sales for each month, i.e., the sum of the 
sales for all the Januarys, all the Februarys and so on. 

(ii) Find the arithmetic mean (or the medium) of each of the 
monthly totals, i.e., the mean of all the Januarys, all the 
Februarys, and so on. 

(iii) Find the arithmetic mean of the monthly averages. 

(iv) Express each monthly average (step ii) as a percentage 
of the arithmetic mean of the monthly averages (step iii). 
This is the seasonal index. 


For example, suppose that the following table shows the sales 
of a business by months for the past seven years and the cal- 
culation of a seasonal index of sales therefrom: 

Australian Manufacturing Co. Ltd. 
Calculation of Seasonal Index of Sales 





Sales in £’s Percent- 
Arith- age of 
Seven metic | Monthly 
Months 19338 1934 1935 1936 1937 1938 1939 | Years | Meanof| Average 
Total Seven to 
Years | Mean of 











Monthly 
Averages 
(a) (bo) (ce) () (e) ) @ (i) (i) (k) 

January 150 160 140 145 155 150 165 | 1065 | 152 | 99-35 
February 160 165 155 150 160 165 145 | 1100! 157 | 102-61 
March 180 185 190 185 175 195 185 | 1295 | 185 | 120-92 
April 170 175 165 170 155 165 17511175] 168 | 109-80 
May 150 135 140 145 150 135 140| 995 | 142] 92-81 
June 120 115 110 115 105 110 115 | 790| 113 | 73-86 
July 115 100 95 105 110 105 100| 730| 104]| 67-97 
August 125 130 135 125 130 140 120] 905] 129] 84-31 
September 135 140 145 135 140 130 135 | 960] 137] 89-54 
October 160 175 170 165 160 170 175 | 1175 | 168 | 109-80 


November 180 185 190 185 180 175 190 | 1285 184 | 120-26 
December 200 190 195 205 190 210 189 | 1379 197 | 128-76 





Total 12854 | 1836 |1200 





Arithmetic 
Mean 1071 | 153 | 100 
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Accountants generally recognise these limitations in making 
their comparisons, but the difficulty is to find a proper basis for 
any comparison which it is desired to make. As has been pointed 
out previously in this series of articles, the most satisfactory 
bases for comparisons are scientifically prepared standards and 
budgets. Sales for December may be compared with budgeted 
sales for December, and so on. If there are no standards or 
budgets, past results are the only practicable bases for comparison. 
Are we then to compare sales for December, 1939, with sales 
for December, 1938? The comparison will be useful only if 
December, 1938 was a good representative of what ought to be 
achieved in the month of December. If it were possible to 
select some past year as a “normal” or typical year, that year’s 
figures might be used as a more or less permanent basis for 
comparisons. But, there is no such thing as a normal year in 
business, for the reason that long-term trend and cyclical fluctua- 
tions as well as seasonal variations are constantly operating, some- 
times pulling in different directions or at different momentums. 
The ultimate outcome of these several influences is a complex 
useless for comparative purposes until the effects of the various 
movements have been isolated and separately studied. 

By constructing a seasonal index from past records, we can, in 
effect, iron out the influence of the cyclical movements, so long 
as the period covered by past records is sufficiently long to include 
all the phases of the business cycle as it affects the kind of data 
under consideration. 

By expressing the index as percentages or relatives, we can, in 
effect, reduce the data to comparable values irrespective of absolute 
amounts, since relationship between 80% and 105% is the same 
whether the total is £1,000 or £100,000. 

This gives us the clue to the methods of constructing a seasonal 
index. 


Two simple methods are: 


(a) By the monthly average method. 
(b) By the moving average method.® 


The figures in column (i) are the totals for each month of the 
figures in column (b) to (h); the figures in column (j) are the 
arithmetic means of the figures in column (i), i.e., column (i) 
divided by 7; the seasonal index (column k) is produced by 
calculating each of the figures in column (j) as a percentage of 
the arithmetic mean of the figures in column (j). If desired, 
column (j) may be dispensed with and the figures in column 
(k) obtained by calculating the percentages of the items in column 
(i) on the arithmetic mean of that column. This would produce 
the same result. 


3. For more elaborate methods such as the Link-Relative method, see Riggleman and 
Frisbee: Business Statistics, chap. 
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The Moving Average Method 
By the moving average method, the steps are: 


(i) Find the twelve months moving averages of the original 
data. 

(ii) Since the number of items taken into account in computing 
the twelve months’ average is an even number, i.e., 12, the 
moving averages should again be averaged in pairs so that 
they may be centred on particular months.‘ 

(iii) The actual data is then expressed as percentages of the 
centred moving averages. 

(iv) Find the arithmetic means of the percentages for each 
month obtained by step (iii). 

(v) Find the arithmetic mean of the arithmetic means obtained 
by step (iv). 

(vi) Express the arithmetic means obtained by step (iv) as 
percentages of the arithmetic mean obtained by step (v). 


For example, using the same figures as in our previous illus- 
tration, the calculations would proceed as follows: 


Step (i) 
Moving average of 12 months from— 


January, 1933, to December, 1933 = 153-75. 
February, 1933, to January, 1934 = 154-58. 
March, 1933, to February, 1934 = 155-00. 
April, 1933, to March, 1934 = 155-42. 


and so on 
Step (ii) 
Arranging these moving averages in pairs and again averaging, 


men 153-75 + 154:58 — 154-16: eet 155 — 154-79, 








and so on 
154-16 is centred on July, 1933, 154-79 on August, 1933, and so on. 
Step (iii) 

The actual figures for July, 1933, and August, 1933, are 115 
and 125, respectively. Expressed as a percentage of 154°16, 115 
is 74-59%, and expressed as a percentage of 154-79, 125 is 
80°75%. 

Similar calculations are made for each month throughout the 
series. Space limitations preclude the setting out of these cal- 
culations in full, but the resultant figures are given in the following 
table. 


Steps (iv), (v), and (vi) 

The following table shows the percentages of each month’s 
actual figure on the moving averages, the calculation of the 
arithmetic means of these percentages and of the arithmetic 

4. See Riggleman and Frisbee: Business Statistics, p. 210. 
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mean of the arithmetic means, and the final expression of the 
arithmetic mean for each month as a percentage of the arithmetic 
mean of the arithmetic means. 





Percentages of Actual Data to Moving Averages 





Arith- |Seasonal 
Month Year Total | metic |Index 
Mean 





1933 | 1934 | 1935 | 1936 | 1937 | 1938 | 1939 f 
(a) (b) (c) (d) (e) (f) (g) (h) (i) (j) (k) 






































anuary 104°21 | 92°43 | 94°31 |102°06 | 98°50 |106°89 [598-40 | 99°73 | 99°72 
ebruary 107°75 |102°34 | 97°56 |105°06 |108°20 | 94°57 |615°48 |102°58 |102°57 
March 120°49 |125°11 |120°99 |114°60 |127°87 |121-14 |730°20 |121°70 |121°69 
April 113°36 |108°65 |111°63 |101°50 |108°20 |114-28 |657°62 |109°60 |109°59 
ay 86°98 | 92°18 | 95°48 | 98°50 | 88°40 | 90°93 |552°47 | 92°08 | 92°07 
une 74°19 | 72°23 | 75°62 | 69°32 | 71°74 | 74°82 |437°92 | 72°99 | 72°98 
uly 74°59 | 65°04 | 62°21 | 68°67 | 73°03 | 67°83 411°37 | 68°56 | 68.55 
August 80°75 | 85°25 | 88°40 | 81°30 | 86°31 | 90°56 512°57 | 85°43 | 85°42 
September 86°98 | 91°93 | 95°21 | 87°80 | 92°31 | 84°78 539°01 | 89°84 | 89°83 
October 102°81 |115°07 |111°63 | 108-05 | 104°63 |110°87 653°06 |108°84 |108°83 
November 115°97 |121°81 |124°42 |121°48 |117°87 |113°67 715°*22 |119°20 |119°19 
December 129°56 |125°11 |127°34 |134°80 |124°76 |136°04 777°61 |129°60 |129°59 

Arithmetic Mean .. .. 12)1200.15 

= 100.01 


Columns (b) to (h) show the actual data for each month as 
percentages of the moving averages centred on each month, as 
explained in step (iii). 

Column (i) shows the totals of columns (b) to (h). 

Column (j) shows the arithmetic means of the figures in column 
(i), ie., the figures in column (i) divided by 6. At the foot of 
the column the arithmetic mean of these arithmetic means is 
computed by summing the column and dividing by 12. 

Column (k), the seasonal index is computed by calculating the 
items in column (j) as percentages of the arithmetic mean of the 
items in column (j), i.e., 10001. For example, 99°73 expressed 
as a percentage of 100-01 is 99-72%. 


Merits and Defects of the Monthly Average and Moving 
Average Methods 


The monthly average method is simple, and does not involve 
lengthy calculations. As a scientific method, it suffers from the 
defect that, when there is a well-defined long-term trend in the 
data, that trend will tend to distort the seasonal index. If, for 
example, the long-term trend is upward, the monthly totals (and 
consequently, the monthly means) for the earlier months will be 
less than they would have been in the absence of a long-term trend, 
and the monthly totals and means for the later months will be 
greater. 

The moving average method is not so simple, and it involves a 
long and tedious process of calculations. Since it is calculated by 
reference to a moving average, which is one of the devices by 
which long-term trend may be roughly eliminated,' it does make 

5. See December, 1939, issue, p. 341. 
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some allowance for long-term trend and is, therefore, superior to 
the monthly average method in this respect. 

For most business purposes, however, either of the methods 
described is a good practical working method. 


Ekmination of Seasonal Variations 


So far we have considered only the calculation of an index of 
seasonal variations. Once the index is computed, the elimination 
of seasonal variations from the data is a simple matter. It is 
effected by dividing the actual data by the seasonal index. For 
example, taking the data for the calendar year 1939 from the 
above illustration and using the seasonal index computed by 
the monthly average method, the elimination of seasonal varia- 
tions from the data would proceed as under: 


Month. Original Data. Seasonal Index. Corrected Data 
to nearest £. 
(a) (b) (c) (d) 
£ % £ 

January 165 99-35 166 
February 145 102:61 141 
March 185 120-92 153 
April 175 109-80 159 
May 140 92°81 151 
June 115 73°86 156 
July 100 67-97 147 
August 120 84°31 142 
September 135 89°54 151 
October 175 109-80 159 
November 190 120-26 158 
December 189 128-76 147 


The figures in column (b) are the original unadjusted data; 
the figures in column (c) are the seasonal index computed as 
explained above by the monthly average method; the figures in 
column (d) are the data as corrected by the elimination of the 
seasonal variations. Figures in column (d) are produced by 
multiplying the original data by 100 and dividing by the seasonal 


index. Thus: =x = 166, the corrected figure for Janu- 
99°35 
ary. 


The corrected data now reflect only the long term and cyclical 
influences, and the monthly figures (which previously were not 
comparable because of the seasonal variations) are now compar- 
able one with the other, since the influence of seasonal variations 
has been removed. Thus we may now see that, after allowing 
for seasonal influence, January was the best month of the year 
and February the least satisfactory—a very different conclusion 
from that which would have been arrived at from a fallacious 
comparison of the uncorrected data. 
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The Use in Analysis of Measurements of Trend and Short Term 
Movements 


We may conclude the brief discussion of measurements of trend 
and of short term movements with which this article and the 
article in the December issue have dealt by a recapitulation of the 
uses to which these measurements may be put in analysing 
accounting data. The same principles apply, of course, whether 
the analysis is concerned with sales, costs, expenses, profits, or 
any other numerically-expressed business data. 


Annual Data 

If the data relates to annual performance, seasonal influences 
are not present. Long term trend may be measured in one of 
the ways described in the December issue. When determined, 
the line of trend may be used as a significant indicator to the 
management of the direction in which the business is moving—a 
far more important consideration than that of the position in 
which it finds itself at a given moment. 

The long term trend may then be removed from the data so as to 
present a clear picture of the cyclical movements and an indication 
of the extent to which current performance is better than or less 
satisfactory than the line of trend would lead us to expect. 
The method of expressing the data after removal of the trend 
influence was explained on page 346 of the December issue. 


Data Relating to Shorter Periods 


If the data relates to performance for periods of less than a 
year, seasonal influences are present. The analysis of the data 
may then proceed in the same way as for annual data, except that 
the seasonal index should be calculated and studied for its own 
sake and as to the causes of seasonal variations, the likelihood of 
changes and the possibilities of changing them by deliberate effort. 
The seasonal influence may then be removed from the data so 
as to permit of concentration on the line of trend and the cyclical 
fluctuations.® 


Correlation 


The discussion of methods of analysis of time series so far 
has been concerned with the analysis of a single time series only. 
Sometimes it is desired to ascertain the degree of relationship 
between the fluctuations in one time series and those in another, 
as when the sales of ice cream, for example, are compared with 
variations in temperature and humidity. This relationship is 
known as Correlation, which is defined’ as “the relationship 
between two or more quantities that vary in sympathy, so that a 
movement in one is accompanied by a movement in the other in 
the same or an inverse direction.” When the quantities tend to 
move in sympathy in the same direction we have Direct Correlation ; 


6. Alternatively, the Seasonal Index may be used to adjust the line of trend figures to 
seasonal variations. See Riggleman and Frisbee: Business Statistics, p. . 

7. H. J. Wheldon: Business Statistics and Statistical Method, chapter XVII, which see 
also for a concise and clear explanation of methods of measuring correlation. 
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when the movement is in opposite directions (sale of umbrellas in 
the dry season) it is known as Jnverse Correlation. 

The extent of correlation between two series may be measured 
by graphic methods, i.e., by the construction of curves or diagrams, 
or by the calculation of a Co-efficient of Correlation. 

The most commonly used co-efficient of correlation is the 
Pearsonian co-efficient, which is calculated by the following 
formula : 









































pa 
~~ ne X oY 
Where r = co-efficient. 
x = deviations from the mean of one series. 
y = deviation from the mean of the other series. 
nm = number of items in each series. 
oX = standard deviation of one series. 
oY = standard deviation of the other series. 
The following illustration shows the method of calculation. 
X Series Y Series 
Product 
and Original | Deviations | Deviations| Original | Deviations | Deviations ae ae 
Data from Mean| Squared Data from Mean| Squared 
(x) (+*) (y) (*) (xy) 
1 100 —40 1600 10 —3 8] +120 
2 150 +10 100 13 0 _ _— 
3 120 —20 400 ll —2 4 +40 
4 100 —40 1600 9g —4 16 +160 
5 90 —50 2500 8 —5 25 +250 
6 160 +20 400 16 +3 9 +60 
7 180 +40 1600 17 +4 16 +160 
s 220 +80 6400 20 +7 49 +56 
Total 1120 14600 104 128 846 
Mean 140 13 
i / 14600 ee 
Standard Deviation of X= vy “=< = Vv 1460 = 38:20 
/128: acer 
” ” ff ¥ = V To = Vi2s = 3°58 
846: 





Co-efficient of Correlation = 10 < 3820 X358 ~ ‘618 


The co-efficient may be any value between —1 (which would 
be perfect inverse correlation) and +1 (which would be perfect 
direct correlation). In the above illustration correlation is direct 
but the co-efficient does not indicate a high degree of correlation. 
That is to say that, though movements in the two series tend to 
be in the same direction, there is no close correspondence between 
the extents of the movements. 
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British Taxpayers’ War Burden 


There is only one way to bring home to people in the Dominions 
the enormity of the British taxpayer’s war burden—‘“7/6 in the 
pound.” 

About a month after the outbreak of war, the Chancellor of the 
Exchequer (Sir John Simon) introduced his War Budget to the 
House of Commons. Its principal feature was the raising of the 
standard income tax rate from 5/6 to 7/6 in the £1 (equivalent to 
an average of 7/- in the current financial year). 

One of the most restrained journals in England describing the 
occasion said, “The House of Commons received a grim Budget 
with fortitude.” 

Australia’s Defence Bill for the first year of the war will exceed 
£60,000,000—to be borne by a population of just under 7,000,000. 

Last April, a Peace Budget introduced to the House of Com- 
mons, included an estimate for defence expenditure of £630,000,000 
On September 28, the War Budget disclosed that in this financial 
year, a total outlay of £2,000,000,000 would have to be faced. 
Parliament had to an extent, however, been prepared for this, 
because between early July and mid-August, British defence 
expenditure had grown to nearly £800,000,000, while when the 
Commons rose in August, the total expenditure was £1,453,000,000, 
of which £502,000,000 was to be borrowed. 

On the first Friday in September, Hitler sent his troops into 
Poland, and £500,000,000 more was promptly voted by the House. 
This expenditure is borne by 44,000,000 people. 

Other surprises for the taxpayer in Sir John Simon’s speech 
were the announcements of an increase from 1/8 to 2/4 in the 
lower rate of taxation on the first £135; surtax rates raised by 
amounts varying from 1:2d. on £2,001 to 1/1:2d. on £30,001 to 
£50,000; duty on estates from £10,000 to £50,000 increased by 10 
per cent.; surcharge on estates over £50,000 raised from 10 to 20 
per cent.; and an Excess Profits Tax of 60 per cent. substiuted 
for the Armaments Profits Duty. 

It has been generally admitted, however, that even this Budget 
severe as it is, does not represent anything like the contribution 
the people of Britain could make for the prosecution of the war. 
Conservative economic estimates have been made that the British 
national income is capable of bearing a 20 per cent. increase. 

To avoid hardship, Sir John Simon announced a concession for 
taxpayers experiencing a drop in their incomes this year. 

The reduced rate zone for income tax has been reduced to 
£165, while the earned income allowance, now one-fifth with a 
maximum of £300, will be one-sixth with a maximum of £250; 
marriage allowance will be £170 instead of £180 and the allowance 
for children is reduced by £10 to £50. 

Stating that direct taxation would provide a great proportion 
of Britain’s war wealth, Sir John Simon added that in indirect 
taxation he would have to call for a very substantial contribution 
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to the unprecedented burden which only the sternest necessity 
justified. 

On beer a duty was placed equivalent to an added penny a pint; 
on spirits there was an increase of 10/- a proof gallon (equal to 
a rise of about 1/3 a bottle) ; while the duty on light wines and 
British wines was increased by 2/- a gallon, and on heavy wines 
by 4/- a gallon. Tobacco and cigars were also included in the 
list of duty increases, and the sugar duty was raised by a penny 
a pound. 

In references to the Armaments Profits Duty, Sir John Simon 
said that it was the Government’s determination to get full value 
for what was spent. He offered the consolation, that however 
difficult Britain’s problems might be, those confronting Germany 
were infinitely greater, since the German mark had no position 
as international currency, and might soon lose its value as an 
internal one. The price he was demanding of the people, Sir John 
Simon said, was high, but it was the price of liberty and all that 
made life worth living for Europe and for Britain. 

The Budget was received with fortitude throughout Great 
Britain. There was a general feeling of thankfulness that the 
war was being taken seriously and it was recognised among all 
classes that finance was the fourth arm of defence and that every 
pound meant more bullets directed against the enemy. 

The Homeland has set an example which the Dominions may 
well bear in mind as they are called upon for further sacrifices to 
bring to a successful issue the war which was not of England’s 
seeking, but in which her participation is vital to the continuance 
of freedom. 





Legal Decisions of Interest to Accountants 
By J. A. L. Gunn 


ACCOUNTANT’S FEES 
In the June, 1939, issue of the Journal a case is cited at p. 337 
which deals with fees payable to a Melbourne accountant who was 
employed by a solicitor to examine his books for the purpose of 
ascertaining the extent to which the solicitor had been robbed by 
one of his employees. 
The amount awarded by the Supreme Court was: 


Principal’s time—258 hours at £1/1/- per hour .. .. £271 
Senior Assistant—416 hours at 10/6 per hour .. .. 218 

Comptometer Clerk—70 hours at peensaie! baad 
per hour... . : 4 10 
Junior Clerk—320 ‘hours at 2/- per | hour .. .. .. 32 
Allowance for stationery .. .. ‘ sae ee 6 
£537 
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The solicitor appealed to the Victorian Full Court, whose judg- 
ment (Burman v. Woolf [1939] V.L.R. 402) is of considerable 
importance to practising accountants. 


An Accountant’s Records 

In the above case, the plaintiff and each member of his staff 
noted on a rough pad the hours he or she worked on any client’s 
matter from day to day. At regular periods, a typiste would col- 
late the notes so made, enter them in a time-book, and then destroy 
the original notes. At the trial, no witness was able to swear 
from recollection precisely what hours he or she had worked on 
this matter, but each testified that a correct note of such hours had 
been made at the time, and the typiste swore that she had collated 
correctly the notes so made, and that the time-book contained a 
true statement of the total hours which appeared on the respective 
rough pads. The time-book was tendered as evidence and 
rejected, but the trial judge permitted it to be marked for identi- 
fication to enable the plaintiff and each member of his staff to 
refresh his or her memory by referring to it. Subsequently, Mr. 
Sitlington, the plaintiff’s chief assistant, referred to the time-book 
for the purpose of refreshing his memory, and swore that the 
hours shown therein to have been worked by him on the defendant’s 
business were in fact so worked. Miss Cooper, who kept the 
book, was permitted to say what were the hours shown in the 
time-book for the plaintiff, Mr Sitlington and herself, respectively, 
but was not asked to refresh her memory by looking at the entries 
regarding the time worked by herself. 

The Full Court held that Mr. Sitlington should not have been 
permitted to look at the time-book for the purpose of refreshing 
his memory. The Full Court also held that as the typiste did not 
know whether the notes kept by Mr. Sitlington truly recorded the 
time he had worked, she should not have been permitted to say 
what were the hours shown in the time-book as having been 
worked by Mr. Sitlington. 

The following is an extract from the Full Court’s judgment at 
p. 409: 

There is authority for the proposition that where an original memoran- 
dum made by a witness at or about the time of the events recorded therein 
has been lost or destroyed, a copy of it made by another person can be 
looked at by the witness to refresh his memory if he, the witness, can 
swear to the accuracy of the copy—as, for instance, if read and examined 
by him when or shortly after it was made—for such is regarded as being 
in the nature of an entry made by the witness himself... . As the entries 
in the time-book concerning Sitlington’s work are not copies of his notes, 
but a compilation made by Miss Cooper of such notes, and as he did not 
verify the compilation, he should not have been permitted to look at the 
time-book for the purpose of refreshing his memory on the subject of the 
hours worked by him. Miss Cooper did not know whether the rough notes 
kept by Sitlington truly recorded the time he worked, and so, even if 
the evidence she gave of the hours worked by Sitlington and the plaintiff 
was regarded as being given after she had refreshed her memory by 
looking at the time-book, she cannot have any remembrance of the facts 
recorded, and so is unable to refresh a memory which she never had .. .” 


The trial judge found as a fact that the above-mentioned hours 
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had been worked, and his finding was not disturbed by the Full 
Court, having in view the direct evidence given by the plaintiff 
and Mr. Sitlington without reference to the time-book, and also 
the other evidence regarding the nature of the work done. 

It would appear from the above judgment, that it is of vital 
importance that a principal and his staff should personally record 
the time spent on behalf of clients, and that these records should be 
preserved. In my office, each person writes up his or her time- 
sheet, and these sheets are preserved in a binder. The information 
is transferred by a typiste to each client’s work-sheet, from which 
accounts are prepared. In special matters, the work-sheet also 
contains detailed particulars of the actual work done. Thus, any 
member of the staff can produce evidence kept by himself or herself 
of the time actually spent on a client’s affairs. 


The Nature of the Work 

The Full Court made the following comment on one phase of 
the work: _ 

“It was stated by counsel before us that the copying of large 
portions of the defendant’s cash book was done partly by the 
plaintiff, partly by Sitlington, and partly by Miss Cooper, and 
there is evidence that the two former took part in this work. A 
few items were omitted when copying for the years immediately 
prior to 1938, and I assume that this called for some exercise of 
discretion on the part of the plaintiff and Sitlington, but such 
work is largely mechanical, and on the basis adopted by O’Brvan, 
A.-J., the defendant must pay a price therefore varying from 
£1/1/- to 2/- per hour, according to which of the three persons 
concerned did particular sheets. The obligation of the defendant 
is to pay a reasonable sum for the work done, and it appears to 
me that the learned judge, when translating this obligation into 
money, was not justified in making him pay a sum for copying 
work which varied as above stated, for it cannot be reasonable to 
make the defendant pay for some of the work of this nature at 
such a high rate as in fact he was called upon to pay for it. 
Evidence was given by accountants as to what they considered 
was a reasonable or usual recompense for accountancy work, but 
O’Bryan A.-J. was not very impressed by it, stating that he gave 
more attention to the nature of the work which the plaintiff and 
his staff did,” per Martin J. at p. 411. 


The Remuneration Awarded 

The Full Court considered that having in view the nature of 
the work and the other circumstances of the case, “the learned 
judge was too liberal to the plaintiff and plainly in error in the 
sum he awarded him.” 

The Court went on to say: “Of course, it would be absurd to 
expect the plaintiff to receive for the services rendered by the 
members of his staff only what he paid them, since there must 
necessarily he allowed additions for his supervision and responsi- 
bility, as well as for overhead expenses, but taking these matters 
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into consideration, it is difficult to justify an hourly allowance of 
10/6 for Sitlington, who was paid at the rate of slightly more than 
3/- per hour, and one of 2/- for Miss Cooper, who received wages 
at the rate of less than 8d. per hour,” at pp. 411-12. 

The Full Court reduced the remuneration awarded by the 
Supreme Court from £537 to £400, together with £6 for disburse- 
ments—a reduction of £131. The order for costs against the 
defendant was not disturbed. 





DISTRIBUTION OF Bonus SHARES 
Failure to File Contract 


Section 55 of the New South Wales Companies Act, 1899, 
provides that “every share in any company shall be deemed and 
taken to have been issued and to be held subject to the payment 
of the whole amount thereof in cash, unless the mode of such 
payment has been otherwise determined by a contract duly made 
in writing and filed with the Registrar at or before the issue of 
such share.” 

Section 379 of the present New South Wales Companies Act 
provides that wherever, before the commencement of that Act, 
any shares in the capital of any existing company credited as 
fully or partly paid up have been issued for a consideration other 
than cash, and a contract had not been filed in compliance with 
S. 55 of the 1899 Act, the Supreme Court, if satisfied that such 
omission was accidental or due to inadvertence or for any other 
just and equitable reason, may grant relief. 

At the annual meeting of Nally Ltd., in August, 1935, the 
shareholders passed a resolution adopting a recommendation of 
the directors with reference to revaluation of assets and agreeing 
that the profit arising from the revaluation be applied, as to 
£10,290, in the distribution of bonus shares in the proportion 
of three for one (the issued capital then being £3,430). 

An entry was made in the company’s journal showing goodwill, 
patents, plant, and machinery, etc., as valued at £17,000, and 
the profit as a result of such writing up, amounting to £10,611, 
was transferred to a Profit and Loss Appropriation Account in 
the ledger. From this ledger account, £10,290 was transferred 
to the dividend account and a cheque for that amount drawn 
against the account and paid to the credit of Uncalled Capital 
Account. No calls were made on shareholders in respect of their 
respective proportions of the £10,290, but 10,290 shares were 
issued to them as fully-paid in satisfaction of their respective 
proportions. There were then 29 shareholders, with varying 
interests, and they had since received dividends on the bonus 
shares. 

No written contract for the issue of the shares as fully-paid 
shares was entered into by the company with the shareholders. 
There was evidence that the then directors were not aware of it 
being necessary that such contract should be filed with the 








416 THE AUSTRALIAN ACCOUNTANT JAN., 1940 


Registrar of Companies, and that it was not until last year, the 
question having arisen, that counsel’s advice was taken. 

The Court was asked for an order directing that the filing of a 
memorandum in relation to the 10,290 shares should operate as 
a contract within the meaning of S. 55 as having been filed before 
the issue. 

The Chief Judge in Equity, acting under S. 379, held that it 
was just and equitable that the relief asked for should be granted 
and ordered accordingly. 


LANDLORD’s ASSENT TO ASSIGNMENT OF LEASE 


The Victorian Supreme Court (Mann C.J.) has held in 
Batstone v. Nicholls [1939] V.L.R. 325, that a landlord’s consent 
to an assignment of a lease is not unreasonably withheld, within 
the meaning of S. 144 of the Victorian Property Law Act, 1928, 
when a diminution of the rental value of the premises is a likely 
result of the assignment. Accordingly, where it appeared that 
the proposed assignees were opposition bakers who intended to 
close the bakery business which had been successfully carried on 
on the leased premises, it was held that it was not unreasonable 
for the landlord to withhold his consent to the assignment since 
his chance of letting the premises at a good rent at the end of the 
term would be seriously diminished by their having no longer 
attached to them the goodwill of a leading bakery. 
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